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PREFACE 


NO individual bank or banking system could be under¬ 
stood or judged except in the light of its past history. 
This is specially true in a coxmtry like India where banking 
is still in the earlier phases of its growth and where condi¬ 
tions differ materially from one .part to another. The history 
of banking in India is indeed not much older than a few 
decades. But, even in that short life history, Indian 
banking has confronted one serious crisis, lived through 
the hectic times of the greatest war in history, survived 
unscathed an unprecedented world depression and stands 
today on the threshold of another great war. Events of 
such magnitude cannot but expose a banking system to 
severe tests and leave indelible marks behind. The present 
volume is an effort to portray banking in India in the 
historical and contemporary context of these events and 
circumstances. 

Recent as are the origins of Indian banking, ^stematic 
exposition of our banking problems or monographs on 
origins and growth are more recent still. Among official 
documents, the Reports of the Herschell Commission, the 
Fowler Committee and the Babington-Smith Committee 
are concerned exclusively with our currency problems and 
make no more than incidental references to banking and 
credit conditions. The Chamberlain Commission found 
place for an Annexe in which is presented an interesting 
scheme for a mixed Central Bank for India somewhat cm 
the lines of the Bank of France. Taking its cue from the 
prevalent opinion and sentiment in post-war Europe, the 
Hilton-Young Commission made a departiure in placing in 
the forefront proposals for a Reserve Bank of India and 
stressing the need for an inquiry into and improvement of 
ordinary commercial banking. Their suggestions bore fruit 
in the Reports of Central and Provincial Banking Enquiry 
Committees which form a voluminous survey of contem* 



porary banking conditions with suggestions for improve¬ 
ments. 

Among unofficial publications, praise must be accorded 
to a few monographs on earliest origins of banking in India. 
The rest consist very largely of expositions of Indian aspi¬ 
rations on the subject unsupported by much study of 
existing conditions or meticulous synopses of material and 
ideas contained in well-known but bulky documents. 

After the manuscript of the present volume was placed 
in the hands of publishers, the Reserve Bank of India 
published and circulated its proposals for a Banking Act. 
It was neither practicable nor indeed desirable to incor¬ 
porate the various points raised in the document into the 
text itself. The proposals are indicated in foot-notes in 
relevant places with brief comments on their tendency and 
character. Along with the proposals, the Reserve Bank 
published also a very interesting memorandum on non- 
scheduled banks with special reference to distribution of 
assets and liabilities. The valuable tables on which the 
memorandum is based are broadly summarised in the text 
with incidental alterations in conclusions made necessary 
by these exact figures. 

In spite of generous and appreciative compliance from 
many quarters, much difficulty was experienced in assem¬ 
bling extant material on the subject. Close co-operation 
and mutual assistance between “ academic ” and “ practical ” 
people, which have so strikingly advanced both interests in 
nationally minded countries like England, Sweden, etc., 
are still a mere aspiration in this country. In spite of 
every endeavour, no one could be more conscious than the 
author himself of the grave deficiencies and perhaps 
inaccuracies of the material acquired and used. Readers 
who invite attention to any faults will establish as great 
a claim on the gratitude of the writer as that of the public 
for whom the book is meant. 


Sydenham College, 
Aiigust 1940, 


S. K. MURANJAN 
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CHAPTER L 
EARLY BEGINNINGS 
L Before 1860 

Banking on modem lines began in this country with the 
foimdation of the Agency Houses of Calcutta and Bombay 
in the 18th and early 19th centuries. 

The Agency Houses were mainly trading concerns inte* 
rested in tea and indigo. Bankhig was only an adjunct, 
although the most important one, to their business. ihe 
course of their banking activities, they ismed quite a 
voliune of notes.* 

The Company’s services were the main recruiting ground 
of these “ merchant princes of India.” Many of thm were 
men who abjured the limited prospects of the Oompahy’s. 
employment for the incalculable prizes of private trade and 
commerce. Some drifted into these avocations under less 
praiseworthy circiunstances. The situation changed a little 
after 1813 when entry of private persons ftdm abroad was 
permitted under a strict licensing system. Ri^ts of 
residence and property were conferred on fctfeigners mudi 
later by the Charter Act of 1833. 

Although some of the later joint stock banks rose quite 
independently of Agency Houses, these must be regard^ 
as pioneers of this type of banking enterprise in 
country. Since there was no law till 1860 giving l^fel 
recognition to limited liability, all these banks eze^it ope 
started on the basis of unlimited liability. The 
was the General Bank of Indiaf which had a steip^ SUI^ 
munber of sharehidders who limited their liability to 
figures. 

After the battle of Plass gir. the currency of Bengal and 
of Company’s territori^ generally was foundin achaodo 

• cmmm, id SepMkdN* l«M, p. 4a. 
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condition. It was recognised very early that introduction 
of paper currency must form tm important part of any 
permanent and satisfactory .scheme of reform. Contrary 
to the advice of Sir James Stuar t, the famous economist 
of the time, Hastings made a proposal to have a government 
note-issue. Outbreak of war and disturbed conditions 
generally forced him to ab^don the scheme. The 
Government thereafter changed its policy and decided 
to encourage private agency.* 


The joint stock banks which saw now the light of day 
and others which were proposed but rejected by tiie 
at;^cffities of the East India Company were fregUently 
in^ired by comprehensive ideas of banking policy. The 
inconveni«ice to trade and tconunerce of large, periodic 
withdrawals of funds into government treasuries at the 
head-quarters, the need of facilities for expeditious transfer 
^ funds, whether public or private, the obvioiis iisefulness 
of such agencies to put into circulation some standard coin 
like the sicca rupee—these objects figured in many minds 
which initiated these ventures.t Even in these very early 
stages just as in the noany long decades which followed, 
people had a haunting dream of one great “ State Bank ” 
or “General Bank” which, with many branches in the 
country, should build up the banking structure of 
lndia4: The immediate and perhaps the most outstand- 
and permanent achievement of these banks was the 
introduction of a note-circulation in this country. 


* Boonomio Annalf of Bengal, bw J. C. Sinha, pp. 110-146* 

^ \ EilSy Anopcail Banking. H. Sitiha/pp. 48-n. 

t HeiMM Warren Haetira*^ ** General Bank in Bengal and Bihar ** eetabliihed in 1778 
gadUMOlTed ak»rUy thetealter. It had a bimaoh in every^oolleetorate and its two managere 
weib Indiin ■hrofli. 

t Bob^Bipkaida, a member of Government of Bombay piopoeed Ua ** General Bank ** 
in 180% Vba prc^Hiaal was r^ected by the C6iirt of Directore. 

; mervOiMtatn fodfapApoaed the ** Great Banking Batabliahmeiit for BiMah 

India - The propoaal was rejected by the Court of Proprietora, 

'Inl^l&^af I860, Janiea Viaanoe Member, maifo diar timt Ua adheme 
SO* IWtt droiuation waa not intended to diaoourage the idea a great oountry>wide bank. 


Inlo atote^adT*^ Iddng wrote a minute to advocate emtnSka of Proiideney Banka 

Ito 1867 Mekaon, Secretary to the Bank of Bengal made propoaala to mnalgMuab* 
tbe IbeaidcfMV B a n ka. 

a member of Cpuneil, pi^poaed^i State Baafo on liiiaa of the Bank of 

Sir B. Holden advocated at the General Bieetbig of the l^pndon Qty and M***^*FV^ HatiV 
in 1016 a Central Bank for India in order to draw out gmd wto fooiietafy dteulation and 


i m Aanexo to Chanfoerlain 
Sfo£opp. 867, 860 i Indian 


a aeheme 
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The Bank of Hi n^usthan established as early asJSM by 
the Agency House cf Alexander dc Co., led the way. Its 
maximum circulation seems to have varied between and 
25 lakhs.* The qgpgfil launched into existence before 
l|?86, had a cirulation of 8 lakhs when it closed its doors 
in 1791, owing largely to the panic of wars with Tipu, Sultan. 
These banks competed very keenly for the privilege of 
having their notes made receivable “at all offices of 
Government at the Presidency” or “in all payments to 
Government at different treasiuries and public offices at 
the Presidency.” The choice of the Government fell at 
first on the General Bank of India, which however was 
dissolved in 1793. The Government sponsored thereafter 
the panic nf naicuttA founded by Palmer & Co., in 1806. 
In the description of its objects and reasons, the develop¬ 
ment of paper cvirrency was specifically stated as the most 
important advantage to accrue from the institution. By 
1820, its note circulation had reached the figure of 43 lakhs.t 
Naturally, the notes of these banks were not much in 
evidence beyond the outskirts and environs of Calcutta. 


Similar enterprises were springing up in other parts of 
India also. A bank of deposit anti Hisftnunt made its 
appearance in Madra s as early as 1688 . Another bank 
commenced operations in Bombay in 1724 and a little later, 
was given the privilege of note-issue to the extent of 
Bs. 8 lakhs. Both had the sanction of the Court of Direct<nrs 
of the East India Company and were managed by the 
local governments in the interests of their o^ flnanciol 
needs. Madras had a few banks more, later on, ingTgdtng 
a private joint stock bank named the Carnatic l^mk .imd 
another Government Bank. These bahks also 
valuable service in making paper currency famHiflr 'ffie 
ptd}lic.$ , 


The Agency Houses were overttdcen by a cr!^ fn 18^^. 
Ammig those which poriadied wm Alexandtt ^ C<k, Colin 
Co.,.PergU8son & Co., MoKihtoi^ 8c Ca, CUttet^n ^ 

] i tfirTfi " »vrsivw »ua» t Sto WWI. 


^ Vatail 40 t lacywi, i 

t rwMK B wi lrite in ladto, pp. nSiMI. 
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Pidmer & Co., etc. Seven or eight of these alone are 
xt{k>rted to have lost 15 million pounds.* With them were 
dragged into insolvency the associated banks as welLf 
After the crisis an d till I860.J^anking ac tiyiia:.,. prnfpe de d 
Vdth moderate zea iil: Out of 12 banks launch ed between 
ancL 18 60. however, about J^glf-f^led. Some of them 
were mere frauds made possible largely by the laxity of 
law. Others ventured upon imprudent investments in 
industries. Everyone of them was an European enterprise.! 

The most permanent institutional gain and achievement 
of this period was no doubt the emergence of the three 
Presidency Banks destined to play great part in the history 
of Indian banking. The Bank of Bengal established in 
1506 received its charter in 1809. The Banks of Bombay 
and Madras were founded in 1840 and 1843 respectively. 
They were intended to facilitate the borrowing operations 
of the East India Company as well as the trade of British 
merdiants.§ 

n. 1860-1900'^ 


For forty years, 1860 to 1900, banking and banking habit 
made but small headway among the people of this country. 
In the last three decades, the three Presidency, Banks and 
Indian joint st ock barite added to their capital a mere three 
c ywas and to ^eir deposits only foiurtee^ cirores.|| These 

• Cornmeroe* 4th September 1926. 

t The Beak of Hinduethaa perished with Alexander and Co., in 1882. It auirered a run 
in 1819 on aoeount of extensive foroerics of notes. The failure of Palmer and Co., oau^ 
aaotlier run in 1829 when Rs. 20 Udchs were paid out. 

Bvidenee of Larpent. House of Commons Committee on State of Manuiaetures. 
Commcroe and Shipping, 1888. 

I For a list of the banks of this period compiled ftom Cook's Rnniring in TiwUm, gM. 
Bidiieiioiis Banking in India, by L. C. Jain. p. 148. 

T The Union Bank, It was establiahed in 1829 with a capital of 15 lAVha. in 1840, 
frauds A. H» Stan, Accountant, were discoveied. He had mfaappitmriated assets coming 
Into Us hands and made false entrim. When in 1848 this bank along with iU rival the Calcutta 
Bank was dosed, it was found that dividends had been paid out capital and deposits whila 
tlm dtreatots also had helned themselves to the funds. Some of the Cans amouMto 1/4 to 
1/0 ^ tha oapM. The bank was also dee^y iavolvad in indi^ plantatloiis, 

_ Bai«es,Baiik was ettahUshed in 184445. It invested the whole of its capital praotio 
catty loai^ Gam Stm Navfg^n Co.^It was diniovcgrcd that tha dfrsotom and 
many dte* had pureluuwd the hank's diaies with loans fnm the hank itsdt The dfaactom 
warn all army--^ 


IPP.T5-T6, 

H The phfiM ** In^ Banking " Is mei^ to ba exclusive of Budumgs Banks only 
Soma In^snauthm (e Jain, India^us Banking in India.) exclude Presidenoy 


Jj^dy with idmenoe to the Imperial ]__ 

_, Ctoss I (wHh capital and reserves of ftve lak 

and f Ss anNw hdwuan I to 5 lakhs.) Fos some -disc, 
no atattstios are nvallablo. See pp. 8445; 140-145* 


___I JotnhStoolc 

d and dais 11 (wfUi capital 
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figures for such a lapse of time appear modest when com¬ 
pared with the addition to capital of 4 crores and to deposits 
of 29 crores in the next 13 years.* 

The city of Bombay had indeed seen an extraordinary 
flotation of banks during the speculation fever of the Ameri¬ 
can Civil War. As many as 25 banks with a paid-up capital 
of 13‘6 crores and 39 financial associations with paid-up 
capital of 6'2 crores were conjured into existence in the 
short [^ace of three years 1863-65. Of the banks, four 
including the Bank of Bombay were old concerns which 
were tempted to enlarge their capital enormously during 
the speculation wave. The premia collected on the bank- 
shaires alone has been estimated at 10*7 crores. Unfcnrtu- 
nately, all this financial and banking enterprise was a 
mere incident in the fantastic speculations in land and other 
forms of wealth prevalent at the time and when the 
speculation itself collapsed, not a vestige was to be 
seen of the colossal financial fabric reared to support and 
stimulate itf 

It has been suggested that the uncertainties of exchange 
explain the slow rate of banking progress.} It is of course 
natural that instability of exchange should have caused 
much hesitation, additional cost and difiBculty in the 
financing of our foreign trade. Complaints to this effect 
were heard in plenty both before the HerscheU and Fowler 
Committees. Nevertheless, it is most unlikely that exchange 
instability could have affected the business of banks other 
than the highly developed Exchange Banks and should not, 
for that reason, be held rei^nsible for the slowness of 
domestic progress in this direction. Besides, even in those 
years, the technique of covering exchange risks was 
certainly not less well known and not less available than 
today. As the HerscheU Committee state in thdur main 


* YnMeacj find Indian Jdbit-Stodk Banka. 

CapHaL 
im m 

1880. 408 

1880 488 

1800 888 

1808 880 

]||8o4t8 of Fsaaidanay BmObi iadttia |Klt«da dflpodto 
t A Ffeamiat CiliaoiPor lo fka BtlilQiy ol 98inbaf kr 1>« 8k Wo^ 

i B aa kfn g In India, bf Is. C. JHfkk IMh 148^181* 


()8iitafa in lakki) 
Bcporita 
888 
818 
1,748 
8,088 
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IttolMat, there is no adequate proof either in the statistics 
foreign trade that growth in its volume was 
retarded or that exports were stimulated at the expense 
imports.* 

It accords better with facts to say that the slow progress 
of banking in India was but a reflection of the almost 
stationary economic conditions in the latter half of the 
19th centmy. Instability of exchange could hardly be 
blamed for this general stagnation of economic life. 
Inq>rovement no doubt occurred now and then. But it 
was more than destroyed by recurrent famines and long 
periods of mere recovery and recuperation had to supervene. 
In the absence of flgures of national income, etc.,—and at 
best, they are rarely unambiguous and dependable,—evi¬ 
dence of a piecemeal or general character is the only basis 
for forming impressions on the subject. But among those 
v^o have examined the facts attentively, there is and 
should be hardly any ground for disagreement on this 
point. It is indeed the inevitable theme of every student 
of the period.t 

Among important factors which presumably shared res¬ 
ponsibility for this outcome, the factor of special significance 
for banking is the course of prices and state of currency.t 
After the inevitable reaction to the hi^ prices of the 
American Civil War, the Indian price level continued low 
with a downward trend till 1885-86. It then improved, 
made striking strides in 1891-93 and then got involved in 
the currency and famine turmoils of 1893-1900. The prices 
of indigenous manufactures with which the city-located 
banks were most directly concerned continued low and 
falling from 1866 to 1886, recovered appreciably between 


* Raport of Henohell Gomiiilttoe. Paias. M; ; 96; 27. 

tCkuMDorwidMow, by Va]c9siidMiiffti]|ftii,pp. 847-ai; 864-65; footnote p. 857. 
t Ibid. pp. 812-29; Tbblea, pp. 808-09; foot-note p. 818. 

Geneml Priee Price-Level Purclieibiff Power 

MaaufiMtiirea* of SUver over otna- 

... .. 

1869 101 81 

1870 107 04 

1871 08 08 

1886 00 74 

1888: 191 09 

1800 00 78 

1900 119 84 
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1688 d^id 1893 and felt heavily thereafter till 1899. Sudi 
a courae of evehts was obvioudy ill-suited to stimalate 
growth of deposits and bankihg in a backward country 
like India. 

In 1870, there were only two Indian joint stock bahks 
vnth capital and reserves of 5 lakhs and more. By 1900, 
the number increased to 9. The most important amon^ 
them were the Tndift (established in 

1865), the Allifliligp in 1874), 

the Qudh Coip mofgiat BawV (established in 1881), and the 
P unja^ National Ba nk (established in 1894). 

^^e the progress of hanks and banking in general was 
very slow till 1900, one constituent of the banking system 
passed through a remarkable phase during the last decade. 
Indian joint stock banks were hardly in evidence in the 
two decades 186(M0. During the next decade, they gained 
in size and strength. But in the last decade, they made 
a substantial gain of more than 5 crores in their deposits 
while Exchange Banks showed a betterment of 3 crores 
only and the Presidency Banks actually lost ground by 
crores. The Allahabad Bank alone recorded an improve¬ 
ment of li crores.* 

As our analysis elsewhere shows,t the last decade 
witnessed a sudden and remarkable boom of investment 
in this country. It is probable that the pressure of this 
boom and its subsequent collapse fell very largely on the 
Presidency Banks which had to supply cash to meet the 
two phases. The initial fall of interest on the other hand 


Piwddflnoy Rmfci ••• 

• 

(Figurea in lakhf.) 
1870* 
Nimibar. 

8 

CMtotand 

Raaerve. 

801 

Dopoalto 

880 8 

SixdbtfUDM Timtnlhfm. ... 

Indton Joini-Stodc Baaki 


... 

8 

a 

a.l (m. 8i> 

11 

14 

PimldMiey JSanki 
BiciUMMwBanlDi 
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• «« 

• •• 

• •• 

1888. 

8 

8 

8 

8.0^. ia) 

81 

848 8 

08 

rwddenoy Banto 

• •• 
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1880. 

8 

4or 
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£SutoM»fe-8loek 


• •• 

5 

8 

81 

718 


• •• 
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8 

18.7^ ia) 

*•28 

f FrivatedtimMiaaijr. 

t8Mn»,4«.4S. 
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pllicied Indian joint stock banks in an advantageous position 
sdnce more than three-fourths of their deposits were pro- 
Imbly fixed deposits and rates offered by them have been 
always very attractive* Perhaps, the Government also 
aided them by reducing their rate 6n postal savings 
depocdts to 3} per cent. It is not surprising then that 
they should have acquired 4 crores out of 5 in the years 
1891-97, partly at the expense of Presidency and Exchange 
Banks but p^ly out of new sources also.* 


^ Mvite Depodti (in 

lakhs). 

Ptssidsiiey ESzchanse 

Banks Banka 

Indian JointStoek 
Banks. 

1800 

1,476 

784 

871 

1881 

1,418 

868 

846 

1882 

1,267 

888 

887 

1888 

1,810 

818 

408 

1884 

1,818 

876 

480 

1888 

1,818 

1,018 

866 

1886 

1,882 

1,018 

888 

1887 

1.016 

808 

681 

1888 

1,078 840 

688 

1888 

1,141 

1,070 

748 

1800 

1,288 

1,080 

808 


Tatol 
8,ms 

8.807 
8,481 
8,788 

8.808 
8,848 
2,606 
8,716 
8,884 
8,146 



CHAFnBB n. 

PRESENT CENTURY PROGRESS 

Quantitative estimate^ of progress of banking and bank¬ 
ing habit is in itself beset with many inherent difficulties. 
Ihe absence of or inaccesibillty to relevant statistics on 
this subject nuikes such a task in this country even more 
impracticable. The measure most easily available and 
ordinarily employed is the size of banking resources—the 
capital, reserve and deposit-liabilities of banks. But the 
use of ^is measure is valid only within certain limitations. 
In particular, it is not easy to discern how far changes 
in deposits are a reflection of changes in price-levds, 
growth of wealth in general, extension of facilities to 
new areas or classes, improvements in banking habit, 
tedmique, etc. 

Absolute Progress of Banking Resources 

Between 1900 and 1914, the deposit liabilities of Presi¬ 
dency, Exchange and Indian joint stock banks recorded 
an addition of 57 crores. Between 1914 and 1920, the gain 
in deposit resources amounted to 139 crores. The year 
1920 was, however, an exceptional one, being at once the 
climax and collapse of the War and post-War inflation. 
If we adopt the year 1922 as representing a substantial 
restoration of more normal conditions, the improvement 
should stand at 107 crores instead of 139. 

It is a commonplace of Indian economic history that the 
first 20 years of the present century saw remarkable fluctua¬ 
tions in the rupee price-level. Between 1899 and 1914, prices 
mounted by about 30 per cent. The war caused u dqgree 
of inflation which left the price-level even as late as 1922 
aboutJU^per cent, hi^er than in 1914. Iq these cizcum- 
8tanee% it is very difficult to ascertain how fttc'^the growth 
in dcpodta was a mere concondtant 6f ^e jdte in pdoe 
levels and how far it represented; a Inoadenlng 
Ihfapesj^tion ol tiur banl^ If index-nuates 
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of prices could be accepted as reliable correctives for the 
price factor, about 6/7th of the growth between 1900-14 
should be regarded as real, taking as our basis of com¬ 
parison the pturchasing power of the Rupee in 1899-1900. 
In terms of the purchasing power of the rupee in 1914, the 
real growth in banking resources between 1914 ^and 1922 
shottld be placed at a little more than half the nominal 
growth. As ejcperience teaches, however, such reliance 
on indra-numbers of prices is not fully warranted. 

The twenties of the present century present a very 
unusual period. Taking 1922 as a fairly normal year, the 
third decade seems to have been l 2 irgely stationary in 
point of growth of deposits. A slight upward movement 
is visible but it could hardly be described as progress. 
This stationariness is in a large measure the reflection of 
the steady deflation of prices which was occurring throughout 
these years. The Calcutta-Bombay wholesale index-ntim- 
ber stood at 188 in 1920, 176 in 1922, 143 in 1929 and 121! 
in 1930. In the light of this persistent fall of prices, the 
small improvement of 1922-1929 even must be looked on 
as evidence of the growing strength of the banking ^^tem. 

By 1931, the price-level passed in its downward progress 
the level of 1914. The aggregate deposits of the Indian 
Banking system then stood somewhere between 212 and 
1^ crores as against 87 crores in 1914. 

The great deflation of prices initiated by the world-crisis 
of 1929, was largely concentrated in India on the years 
1929-1931 when the Calcutta-Bombay index-number fell 
from 143 to 102. By 1936, prices settled down to about 
94.' It is remarkable that only in 1931, there was recorded 
a ^arp diminution in the deposits of Indian banks. 
Between 1930 and 1936, the Indian banking ^stem as a 
Wh^e took another stride forward by acquiring abbut 
4$ 'ttores of deposits more.* 


^ Ikgvt aiMtuKd the gnmth of baiddng habtt ead twaldiic pomtg in the oouatly 
by ^benra^ of depoeite. The vofiime of checine eieeinniiefl ie^nlln«te Index 
nrlm however enlllefe fitoni the noitooiiiing that dliMiiee diawn on and Mid Into the latee 

I jwiopivee po*ir eneniie cieaiaBeeeaienf)e%ie* meamem i 


i ipp, iSI-88^ 
nintstMiHrOri 
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Piftce of Bnnfcing Fuads idatively to Funds 

Banks are only one among several reservoirs into which 
the savings Of the community flow. These other reservoirs 
are by no means on all fours with banks. The quality 
and character of the resources attracted by each are by 
no means identical with those of others and to that extent, 
the comparison is subject to certain qualifloations. Never¬ 
theless, as long term and short term funds are distinguish¬ 
able only in degrees and not in kind and as the fleld of 
contact between them is a wide one, the place of banking 
funds relatively to other funds is c»tainly a matter of 
deep economic signiflcance. ' 

There is another qualification which we must bear, in 
mind on this subject. There exist some important forms 
of investment for which we have no comparable statistics. 

activity , for example, absorbs in many countries 
about half the annual national savings. There are also 
l^ge aimual investments made from year to year on other 
^an joint stock basis. Even with these omissions, the 
trend of banking funds relatively to other funds cannot 
but be an important index to the direction of economic 
growth in this coimtry. 

The relevant statistics are brought together in the follow¬ 
ing table. 
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From our present stand point, the increments whidi have 
occurred from year to year are more important than relative 
absolute size. As a topic of familiar admonition, invest’ 
ment in precious metals arrests attention first. It is clear 
from this table that this form of investment is absorbing 
a diminishing proportion of our visible savings from period 
to period. Between 1890-1900, precious metals acquired 
were equal in value to 2/3rds of our aggregate visible 
national savings. The proportion fell strikingly in the 
next decade 1900-1910 and in the next two decades, other 
forms of investment far out-stripped this particular form. 
So long as there is only a limited outlet for investment in 
urban property and peasant-proprietorship prevails in 
agriculture, India is bound to have more need of gold and 
silver than many other countries. Even so, the large net 
exports of gold ^m 1930 onwards present a novel feature 
the ultimate significance of which is a subject on whidi 
one can only speculate at this stage. 

Among other claimants for our national savings, govern¬ 
ment and joint stock companies are the most powerful 
rivals to banks. The borrowings of government have 
always been an overshadowing factor in this country. 
Except for the decade 1920-30, they were exceeded only 
by the value of imported precious metals while other 
investments amounted to only a fraction. After 1910, 
however, the capital of joint stock companies has shown a 
great capacity for expansion and is now a good rival to 
government Itorrowings. 

Since the dose of the War of 1914-18, banks are encoun¬ 
tering another rival, post office savings banks and postal 
cash certificates which attract the small man’s mite. Funds 
flowing into assurance companies must be placed largely 
in flie same category. 

The general import of these changes deserves some 
doser analysis. 

Since the end of the last war, the world has se«i two 
rival tendendes in the financing of trade and industry. 
In several countries, notably in the.Unit^ States^ industrial 
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and commercial enterprise has increasingly sought to make 
itself independent of banks and to rely on its own 
resources raised directly. Such a policy tends to divert 
hmds from banks into stocks and shares, particularly those 
funds which are ordinarily placed with bahks as fixed 
deposits. The other counteracting tendency has been 
caused by the abnormal post-1929 fluctuations in the values 
of equities. In icertain countries, people are now inclined 
to prefer the safety and liquidity of fixed deposits 
to the risk of investment in industrial issues. 

It does not seem probable that the American horror of 
indebtedness has become an important factor in this coun¬ 
try. The recent growth of joint-stock capital is very largely 
due to rapid industrial development of the country. Hie 
second tmdency has been more visible in India, as our 
analysis will show presently. The growth of fixed deposits 
however has not been sufficient to maintain the growtii of 
banking funds in general—which must be ascribed as much 
to the gathering momentum of the deflation of post-war 
years as to certain other factors to be noted presently. 

Government borrowings have been a great competitor of 
banks in all coimtries. In post-war times, the demand of 
State and public authorities for capital expenditure has 
increased very much. India has been no exception. In 
the earlier years budgetary deficits, and later the needs 
of development expenditure, constantly raided national 
savings—with the inevitable deflationary effect on banking 
funds. 

Perhaps the most durable change of post-war years is 
the growth of thrift—thrift especially among the lower 
income classes. It has been estimated tiiat, in scene 
countries at least, the thrift of these classes has become 
the major source of capital formation. Apart from thzff^ 
tedmological progress in production, slow or rt^id fall, of 
prices, much social and ameliorative legida^ioq^ have been 
factors influencing the distribution ot wealth more and 
more in favtmr of these dasses. The effect on the position 
of banking funds and cpmn^rdal bazda gcacierally hM not 
been quite the same evetywhere la those counfediiM hi 
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these savings have been always relativdy un- 
In^Mrtant, the fraction of total deposits held as postal 
savings deposits hss continued teirly uncbongedt , Such is 
the case with United Kingdom, the United States and South 
Africa. But in other countries like Norway, Sweden, New 
Zealand, Australia, etc., the fraction is today strikingly 
larger than it was in 1913 and commercial banking has to 
that extent lost groimd.* India falls clearly in the second 
cat^ory. The growth of postal savings and cash certificates 
has been truly astonishing. The banks themselves assisted 
the growth of this type of savings by instituting savings 
bank accounts. The figures of savings deposits which are 
available separately for the Allahabad Bank of India and 
the Mysore Bank illustrate this fact very forcibly.! 

In short, the relative part of commercial banks in the 
accumulation and disposal of savings in general seems to 
have suffered some decline in recent years. The same 
fact has been noted of many other countries as well. But 
the causes of this outcome are not the same everywhere. 
In France, Germany, Italy, Japan, etc., the volume of 
deposits held by commercial banks improved relatively to 
all deposits between 1913 and 1925 but lost ground heavily 
th^eafter, due no doubt to severe defiation. Defiation as 
an in^Kurtant factor became active in India only after the 
1929 crisis. The cause of a similar decline in the position 
of commercial banks in other countries is the in¬ 
crease of savings deposits. New Hlealand, Norway, Sweden 
are such countries and there is little doubt that India must 
nmk among them. It is however, not likely that this 
deeUne will be a permanent feature in this country. Banking 
is still in its early stages of development and, sooner or 
later, the normal tendencies of growth must assert them- 
sMves. It is worthy of note in this connection that those 
c^teiei^ in which banking ^ developed very highly, 
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comn^rcial banks have maintained their relative petition 
despite' tiie aforesaid forces.* . 

Gonstitnents of Indian Banidng System. 

Their Cmifributkm to Geottih. 

While the present century has seen more or less uninter¬ 
rupted growth of the Indian banking system, the progress 
of the constituents of the system has occurred at difiterbnt 
rates. These uneven rates of growth mean far-reaching 
changes in the quality and strengtih of the whtie banking 
structure. 

Till 1906, the Presidency and Exchange Banks maintained 
their accustomed lead in general growth. As compared 
with 1900, the increase in deposits amounted to 15 and 
8 crores respectively. During the same years, the Indian 
joint stock banks added to their deposits ftdl 11 crores 
only.t 

The succeeding wave of Swadeshi sentiment altered the 
trend. In the few years from 1906 to 1913, Indian 
joint stock banks added to their deposits full 11 crores 
against 9 crores of Presidency Banks and 13 crores of 
Exchange Bai^. The setback of 1913 struck Indian 
joint stock banks appreciably. But the advent of war 
conditions arrest^ any tenclency to prolonged decline. In 
the war years, 1914-1920, these banks with tiieir aggregate 
gain of 54 crores maintained their progress against their 
two livals which acquired 38 and 44 crores only. 

The years 1920-30-36 reveal unusual, developments. The 
crisis and deflation of 1920 caused a tiiarp and .genmal 
nontraqtion of about li crores in the case Piiesidem^ 
Banks, more than 6 crores iuthe^'case of Exchange Banka 
and full 8 crores for In^an joint stock banks.:. By >19!^ 
howeyer^ Sinieter conditions were retioi^ Wl^ 
ani^gate deposijia. of t^o ^di^bc^ikihg syist^ ranulnied 
more or less stable for the h^'8 years a hotewortlqi!; 
redlstidbution. of place,aih^, 'dm..cbn^T 
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Imperial Bank of India added 19 crorea to ita depoaita 
while Indian joint atock banks improved thdr poaition by 
about 2 crorea. Their betterment was partly at the e:q>en8e 
of Exchange Banks which in spite of some increase in their 
branches continued to lose ground and recorded a further 
contraction in deposits of 5 crores by 1930. 

Again in the great accession to resources of 45 crores 
between 1930 and 1936, these banks participated in a very 
unequal manner. The Imperial Bank showed a betterment 
of 2 crores and the Exchange Banks of about 7 crores. The 
bulk of the improvement was contributed by Indian joint 
stock banks whose deposits grew by about 35 crores.* 

These tmequal rates of growth are inevitably reflected 
in the relative position of the constituents of the system 
from time to time. In 1914, Indian joint stock banks 
held only 21 per cent, of the aggregate deposits of the 
Indian banking system. By 1920, their share rose to 32 
per cent.—^gaining groimd exclusively at the expense of 
the Imperial Bank of India. The creation of 100 new 
branches between 1921 and 1930 increased the share of the 
Imperial Bank slightly, gaining a little advantage over the 
Indian joint stock brniks which made a small absolute 
gain and the Exchange Banks which were actually losing 
deposits. But between 1930 and 1936, the share of the 
Indian joint stock banks rose from 31'6 to 40*2 as against 
a fall from 36 to 30 per cent, in the case of the Imperial 
Bank which increased its deposits sli^tly and a fall from 
32*4 to 29*1 per cent, in the case of Exchange Banks which 
had more than repaired the contraction of 1922>30. It is 
a noteworthy feature of these developments that the share 
of the Exchange Banks was steady till 1920 and thereafter 
began to decline. 

Bi all the changes noted till now, the position and pro¬ 
gress of Indian joint stock banks of B Class aiq>ear very 
remarkable. Between 1914 and 1922, their gain in deposits 
was Rs. 80 lakhs. Between 1920 and 1930, when the other 
constituents of the Banking System with the exertion 
of the Imperial Bank of India were marking time or losing 

• Sm IMto I. 
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deposits, they actually added to their deports 2 crores. 
The years 1930-1936 record a further improvement of li 
crores. Anticipating a little of our later discussion, we 
may note that this growth has been largely a growth in 
numbers rather than in size. The deposit resources per 
bank improved under the influence of war inflation from 
an average of about 5 lakhs to an average of about 7 lakhs 
in 1920. But thereafter, the average has continued almost 
stable, the actual figures being 7*06 for 1920, 7*90 for 193Q 
and 7*4 lakhs for 1936.* 

Nature and Character of the Growth. 

Geographical Expansiomf 

Apart from the influences exerting on the relative sizes 
of banking funds and non-banking funds, the real growth 
of the former is an outcome of several interdependent and 
inseparable factors. The growth of wealth itself, the efforts 
of banks to reach newer and newer levels of income- 
classes, geographical expansion of banks,—^these are the 
more obvious ones which inevitably suggest themselves. We 
have now to estimate as accurately as we can, how far 
each of these factors explains the changes already described. 

In the growth of banking funds, creation of new branches 
and expansion of area over which banks operate have 
inevitably played a notable part together. Between more 
Intense exploitation of existing areas and extension to 
virgin fields, however, the former factor seems to have 
predominated. Except for the war years, when inflation 
made cities fruitful areas of banking activity, the average 
of branches per place with banking facilities fell from 
2*47 to 2*15 between 1916 and 1926. But after the 
Imperial Bank ceased to pioneer branches in 1926, the 
average per place has risen continuously from 2*15 in 1926 
to 2*82 for 1936. Except for the post-war year 1920, the 
latter figure is the highest on record. 

^Diere was no doubt once a tendency^ to eaiploit more 
and more intensive^ the 5 b^ up-country centres of trade 
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and commerce* and the 4 great ports of India.! Even 
as late as 1916, about 32 per cent of the total head offices 
and branches were concentrated in these few places. The 
percentage has declined continuously thereafter to about 
16 in 1936. As between the up-country centres and the 
ports, the absolute increase of branches in the former 
places has been 23 only between 1916-36 as against 85 for 
the latter. Partially at least, this must be due to the fact 
that, as in all other countries, country banks find it an 
advantage to have direct representation in the great 
financial centres and money markets of the country.| 

There are 2,300 towns in India with a population of five 
thousand and over. Of these, only 140 had any banking 
facilities in 1916. The number increased to 339 in 1926 and 
514 in 1936. The greater part of the extension occurred 
in the small space of years 1920-26 and 1930-36. In the 
earlier period, the expansion of the Imperial Bank of India 
according to the terms of the Charter of 1921 created a 
general eagerness to expand before it was too late and as 
many as 154 new places were added to the list. During 
the depression years, 121 more towns were placed on the 
banking map of India in spite of the much stronger 
tendency on the part of rival banks to concentrate on the 
exploitation of the same places. 

The creation of banking facilities in any place is hirgely 
determined by the volume of deposits or scope for invest¬ 
ment which it may furnish, 'l^ile many other factors 
are usually taken into account before reaching a decision 
to open a branch, population by itself is as a rule 
a fairly good index to banking potentialities. Judged by 
this standard, extension of banking seems to have pro- 
ce eded in a haphaz ard way rather than on a systematic 
plan. The figures for 1936 throw very instructive light 
on this aspect of the problem. Of 373 places which 
have a poptdation of 20,000 and more, about 230 or 
about 62 per cent, had banking facilities in that year. 
Of 632 places, which were inhabited by more than 

* Lahore, Delhi, Amritsar, Lucknow and Cawnpore. 

t Bomhi^. Calcutta, Madras and Rangoon. 

i Table iL 
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10 and leaa than 20 thousand people, 91 or about 14 
per cent, were endowed with some bank or branch of 
a bank. Of the rest 1,295 places, 186 or about an identical 
percentage has similar facilities. 

It is true that a considerable improvement has been 
taking place in the direction of extension of banking 
facilities to smaller places. A comparison of place distri¬ 
bution of banking facilities in 1921 and 1936 reveals this 
tendency very clearly. In 1921, a little over 19 per cent, 
of places with banking facilities had populations below 
10 thousand. The percentage rose to 36 in 1936. The 
percentages for places with populations above 20 thousand 
confirms the same fact by a consistent decline. When it 
is recalled that the places comprised in the analysis were 
198 in 1921 and 507 in 1936, the greatness of the change 
in the structure of Indian banking will be easily realised. 
As we shall discover presently, the change is not a little 
due to the emergence of small banks.* 

It is perhaps inevitable that the bigger places in the 
country should attract banking enterprise first. Still, the 
omission of 40 per cent, of places with a population of 
20 thousand and over is in itself not a little surprising. 
It seems to indicate that preliminary exploration and 
mapping out of banking potentialities do not play their 
due part in banking development. 

To a certain extent, the haphazardness and irregularity 
of our present distribution of banking facilities are no 
doubt explained by the general avoidance of Native State 
areas by responsible British Indian banks.t That this 
prudence has ample basis in fact is amply proved by the 
occurrences connected with the recent failure of a Native 
State bank which had a large extension in British Ihidia 
territories. The numerous difficulties legal, judicial and 
administrative which arose during the liquidation of the 

* TaUe in a IV. 
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ttvmuuiwe National and Quilon Bank are a sufficient 
to British India enterprise for the future.* 

♦itit is more than probable, nevertheless, that the present 
#rtribution of banking facilities is the outcome of lack of 
Initiative, adventure and planning on the part of our 
banking community. The general tendency is that some 
adventurous bank pioneers a branch in a new place and 
others hasten in its wake in an indiscriminate manner. 
A comparison of the present place-distribution of the 
branches of the Imperial Bank with that of the Big Five 
of the Indian joint stock banks confirms this surmise in 
an emphatic manner.f In the y|ear 1936, the Imperial 
Bank was spread over 156 places. The Allahabad Bank 
existed in the same year in 36 places but of these, in only 
three was the Imperial Bank unrepresented. The Central 
Bank of India had branches in 52 different places but 
it was free from the competition of the Imperial Bank 
in only 12 places. The Punjab National Bank was active 
in 46 places but its operations were free from the shadow 
of the Imperial Bank in only 15 places. The Bank of 
India, rigidly confined as it is to about 7 big cities of India 
naturally encountered competition from almost all its 
big rivals. Of the 23 places in which the Indian Bank of 
Madras operated, the Imperial Bank was absent in only 
4. The Bank of Baroda was the only big bank which 
enjoyed immunity from the Imperial and other banks. It 
was in exclusive ownership of its areas in as many as 
16 out of 22 places. This immunity is largely due to tlie 
fact that it is largely located in the territories of the Baroda 
State. Even in the case of the Central Bank of India, 
many of its places of exclusive jurisdiction are situated 
in the territories of Native States. It is clear from 
tills how Indian banks as a rule are content to take 
advantage of the pioneer work of some exceptionally 
adventurous or privileged bank. 

Of 514 places, which had banking facilities in 1936, the 
Imperial Bank, the biggest five of Indian joint stock banks 
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and tile Indian Bank of Madras were represented in 
approximately 194 places. It is very unlikely that Exchange 
Banks were represented in places other than these 195 
towns. In other words, about two-thirds of the places with 
banking facilities in 1936 were dependent for them on the 
smaller Indian joint stock banks belonging to class A & B, 
in the country. As the progressive rise in the proportions 
which the more populous places bear to the total number 
occupied by the bigger banks indicate, the smaller banks 
are concentrated in the less populous, smaller places.* 

It would) not be correct to infer from this that the 
smaller places outside the orbit of the bigger banks do 
not possess adequate banking potentialities. The place 
distribution in 1936 of the aforesaid bigger Indian banks 
itself contradicts such an inference. Of 194 places 
mentioned above, 37 or about 19 per cent, had less than 20 
thousand population. Of the class immediately above it, 
i.e. places with population between 20 to 30 thousand, there 
were 32 or about 16 per cent. The first percentage is no 
doubt low as compared with the figure for all places with 
banking facilities which stands as high as 55 per cent. 
Even though the smaller places are thus occupied pre< 
dominantly by smaller banks, the percentage 19 is quite 
a substantial proportion and suggests large scope for 
extension to such areas. This surmise is much confirmed 
by the performance in this direction of one of the Big 
Five and decidedly a well-managed institution, namely, 
the Bank of Baroda. Of its 22 branches in 1936, as many 
as 13 i.e. about 60 per cent, were concentrated in places 
with population below 20 thousand. Yet, this has not 
affected either its liquidity or its profitability. 

Branch Expansion as a Factor In Clrowtii 
We have recorded above that multiplication of branches 
has been a more marked feature of the growth of our 
banking system than extension to new places. Growth in 
resources and in tiie number of bank-brandhes shows a 
parallel movement. 198 new branches between 1916-1^ 
402 betwemi 1920*1930 and 512 between ISSO'lOSO^i-tids 
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shows indeed a momentiim which is progressively 
gsdaering strength. Between 1916 and 1 93^, the aggregate 
branches and offices of banks in Indi " than 

quadrupled themselves. Unlike extension to places, 
growth in branches is taking place at an even rate—which 
marks it out once more as the more easily available line 
of expansion for most banks. 

The same factor explains more or less the lines and 
rates of growth in the resources of the constituents of the 
banking system. The competition for new branches has 
rested chiefly between the Imperial Bank of India and the 
Indian joint stock banks. During the war, the Presidency 
Banks were almost quiescent. In the short space 1916-1918 
Indian joint stock banks added on the contrary 71 
branches, i.e., as many as the Presidency banks then had. 
This should be sufficient to explain the striking improve¬ 
ment in relative position which these joint stock banks 
made at the expense of the other constituents.* Between 
1920 and 1930, the Imperial Bank and Indian joint stock 
banks competed very keenly for opening new branches. Of 
402 new branches then created, the new statutory branches of 
the Imperial Bank ran into 100 while the new branches of 
its competitors easily exceeded 250. While the slow fall 
of prices of those years over-shadowed every other factor 
in growth, the relative position of these rivals remained 
almost the same—with perhaps a slight improvement in 
favour of the Imperial Bank. 

The situation changed in a very striking manner after 
1929-1930. After creating its statutary 100 branches by 
1926, the Imperial Bank decided on a policy of consolidation 
and hardly made any addition to its branches.t The 
Indian joint stock banks embarked on a spate of branch 
creation which accounted for 502 out of 512 new branches 
which appeared during this period. The striking absolute 
gain and the still more striking relative gain of these banks 
in these years are thus easily explained. 

The Exchange Banks maintained their relative position 
till 1920. But thereafter they lost pc»itLoh both absolutely 



PBBSENT CBNTURY PB06BSSS 


and relatively till 1930 and later only relatively. It has 
been claimed officially on their behalf that their policy is 
to refrain from creation of branches in the interior unless 
their clients demand such facilities for the particular kind 
of business in which these banks specialize. Only 45 in 
1916, the branches of these banks increased to 77 in 1926 
and to 99 in 1936. The growth in numbers has been 
evidently slow and is tending to be slower and slower.* 

Of 1450 branches, head-offices and agencies in existence 
in 1936, 99 belonged to Exchange Banks and 360 to the 
Imperial Bank of India. Of the balance of 991, about 275 
were claimed by the 6 biggest Indian joint stock banks. 
In other words, more than 700 i.e., about 1/2 the number 
of bank-offices in the country were created by the smaller 
Indian joint stock banks of class A & B. These banks, 
it will be recalled, operate exclusively over about 2/3rds 
of the places with banking facilities in this country. 

The distribution of the branches of the seven biggest 
Indian joint-stock banks over places follows more or less 
closely their distribution on the basis of population. The 
only notable departure, as may be guessed, occurs in the 
highest population class. Places with populations of 1 lakh 
and more form only 16-4 per cent, of the aggregate number 
of places. But as many as 24*4 per cent, of branches are 
concentrated in them.t 


Structural and Financial Implications of Geographical and 
Branch Expansion. 

When expansion of banking facilities occurs as a 
consequence of creation of branches by a few big banks, 
it means an accession of strength and consolidation to the 
whole system. Among other gains, diversification of ri^ 
which such expansion brings with it must be counted as 
the most important factor making for stability. Even if 
expansion, causes a fall in the average of resource^ available 
per branch, such a fall, while it may detract apmething frpni 
the pnffitability of banks, detracts nc^ihg from the 
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strength of the structure. The reverse consequences are 
to be feared when expansion ensues from a mere multi¬ 
plication of smaller banks and their branches—^particularly 
when a coimtry lacks the means to organized action in 
the money-market. 

Such geographical and branch expansion as has taken 
place in recent years is bringing our banks into contact 
with progressively leaner places and lower income-classes. 
Between 1926 and 1936, the deposits raised per place with 
banking facilities have fallen from 63 lakhs to 50 lakhs. 
This is a fall of about 21 per cent. The figures for earlier 
years confirm the same tendency to continuous diminu¬ 
tion. Between the same years 1926-1936, deposits per 
branch for all banks taken together fell from 29.4 lakhs 
to 17 *7 lakhs which means a fall of more than 39 per cent. 
The larger fall in the case of deposits per branch as com¬ 
pared with deposits per place is a mere re-statement in 
another form of our earlier concl usion that exploitation of 
( existing ban king to wns attr acts banks more than extension 
activities to virgi n fields .* 

Of course, for reasons already indicated, this tendency 
to a progressive fall in resources available per place and 
per branch is not inherent in the present banking situa¬ 
tion. The geographical and branch expansion of the Indian 
banking system is taking place in an unplanned and 
haphazard manner. The progress has not occurred in a 
consistent manner from places with larger banking 
potentialities to places with smaller banking potentialities. 
Latge voids and lacunae are visible in many bankable 
parts of the country and imtil these areas are systematically 
surveyed and mapped out, our statistical evidence must 
lack finality. 

This geographical and branch expansion has not the 
same significance for the different constituents of the 
banking system. In its great period of branch expansion, 
1920-1930, the Imperial Bank of India actually improved 
its volume of resources per branch in an appreciable 
manner. Kven in its period of quiescence after 1^, there 
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was a tNidency to slight improvement. Taking figures in 
the large, however, it may be said tiiat its volume of 
resources per branch has been maintained at about 45 to 
47 lakhs. 

Very much the same statement could be made about 
Exchange Banks. As recorded already, the years 1920-1530 
saw a substantial fall in their deposit resources in India. 
But after the great loss of the initial years, they also seem 
to have settled down to a stable level of about 75 to 79 
lakhs per branch. 

Appreciably different has been the course of events with 
Indian joint stock banks. Between 1926 and 1930, they 
maintained their aggregate deposits stable only by a large 
creation of new banks and branches. In these four years, 
deposits per branch fell drastically from about 13 lakhs 
to 9 lakhs. The next six years recorded in an irregular 
manner a further fall to about 8i lakhs. The fall is 
rather of a small order when we take into account the 
great impetus to expansion which maijkied Uxese years. 
Nevertheless, the general drift is quite unmistakable. 

The vast disparities in these figures of resources per 
banking office cannot but provoke some surprise. A bank 
has to justify itself ultimately by its ability to offer 
adequate services to the public in competition with its 
rivals and at the same time, earn profits normal to banking 
enterprise. Yet there are banks in India whose volume of 
resources per branch varies on the average within a 
wide range of 8} to 75 lakhs and yet are able to satisfy 
their shareholders with soothing dividends. The inevit¬ 
able inference is suggested that they represent either 
different types of organization or are engaged in differoit 
classes of business. 

We must bear in mind that even this figure of 8i lakhs 
per branch overstates the size of resources for the major 
part of these banks. For, these banks include the Big live 
or Six whose deposits per brandi varied in 1936 between 
11 to 13 .lakl» for the Indian and the Punjab NathHoat. 
Banks and 106 lakhs for the Bank of India. It will hii 
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shown presently that these big banks hold more than 3/4ths 
of the aggregate resources of Indian joint-stock banks. 
If they are omitted out of our present reckoning, the 
figure for the rest of the banks will probably fall to about 
3i lakhs. Yet, these banks are responsible for banking 
facilities in about 2/3rds of the places on the banking 
map of India, claim about i of the bank offices in the 
country and have improved their share of the aggregate 
deposits of the country from about 6 per cent, in 1930 to 
11 per cent, in 1936. l^en Indian joint stock banks (class 
A & B) alone are considered, the proportion of deposits 
held by these small banks is seen to have risen from 19 
per cent, in 1930 to about 36 per cent, in 1936. 

That great disparities can exist in the volume of resources 
per branch without crippling the profits of banks or forcing 
them into questionable lines of business is amply proved 
by the discrepancies in the figures for the Imperial Bank 
of India and the Exchange Banks. The specialization of 
the latter in exchange business which earns relatively a low 
rate on invested funds and rigorous limitation of the former 
to the more lucrative short term business perhaps explain 
a large part of the apparent disparities. From the stand¬ 
point of organization also, it would be wrong to postulate 
the standard of equipment and maintenance of the bigger 
joint stock banks as the minimum suitable to this country. 
Many of them and certainly the Imperial Bank have yet 
to make efforts to adapt their technique, business methods 
«thd staff to the quality and size of business available in 
the smaller and leaner places in the country. This is well 
substantiated by the figiures of their average expenditure 
per branch in a good year like 1936. The Bank of India 
leads with an expenditure of about 98 thousand Rupees 
per annum per branch and is followed by the Imperial 
Bank with a figure of about 82 thousand rupees. The Bank 
of Baroda and the Indian Bank which are located largely 
outside the bigger towns bring up the rear with an expen- 
dituta per bi’anch of Rs. 25 thousand only.. 

^^On^aebosmt of varying* conditicms of business, costs, etc., 
it iSidifficult to state the minimum resources which branchy 
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on the average should have in order to assure sound lines of 
business and adequate profits to shareholders. To limit 
the range of our ideas on the subject, however, a calculation 
may be offered for banks which work imder conditions 
typical of the biggest Indian banks. We may take as our 
basis the lowest average expenditure per branch incurred 
by Indian joint stock banks of the status of the Indian 
Bank or the Bank of Baroda, namely, Rs. 25 thousand. In 
the same year 1936, the highest rate of gross profits earned 
was 2-68 per cent, by the Imperial Bank of India. If banks 
in general could earn as high a rate as this, it would mean 
that a branch should have resources on the average of the 
order of 9 lakhs simply to meet the minimum expenditure 
postulated above. It is clear from this that with the best 
of management in the world and the most skilful technique 
of business, the previously ascertained figure of 3^ is 
regrettably small.* 

That our calculation of a minimum of about 9 lakhs is 
somewhere in the neighbourhood of truth is corroborated 
by another piece of evidence. Of the 88 new branches, 
which the Imperial Bank of India opened by 1926, only 32 
were working at a profit and 56 showed actual loss. 
Deposits at these branches of all kinds aggregated to 835 
lakhs. In other words, acquisition on an average of about 
9 to 10 lakhs per branch showed a loss on the bulk of the 
branches.t 

The situation in the case of smaller banks is partially 
mitigated by their capital and reserves which bear a much 
higher proportion to deposits than in the case of the bigger 
banks. With many of them, the bulk of their resources 
is derived from their own funds.t 

* For a Immeh In B^bay which collecto deposits of about 25 lakhs and invests about 
65 to 1*0 lakhs of tiie bank*s timdB and which has a staff of about 25 persons* the expenditure 
per month may be about StOOO. For a branch in a small place of about 50,000 souls which 
fa mainly a dej^t-coOectincr agency, the expenditure per month may be about Rs. 800. In 
a place-like Nagpur^ a branch with a staff of about 6 persons spends about Rs. 900 and with 
deposits of 5| to 0 lakhs is Just able to meet the expenditure. Sm fbot-note pp. 226; 851. 

t Q. 9^-51; Appendix p. 479. Table Uikh; O. l227i: Elites of Evidence. Hfftoff 
Young ConmkMon. Aopotding to tbs third Schedule of the Eanfc of India Act 1994, 

the imperial is to tCeeive in oOnSidmtion of the h&alntenance iff^cse brandies 9, 9 
and 4 lakhs per aanum lor throe sueosssiye periods of years each firom the BSsik 

of India. ... 

I See pp, 140-47, 
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Degxee oi Coneentration 

Although small banks hold in exclusive possession about 
2/3rds of the banking map of India and own at least half 
the total number of branches, the Indian banking system 
as a whole is a highly concentrated one. Till very recently, 
the Imperial Bank of India, 18 Exchange Banks and the 
Big Five of Indian joint-stock banks held among them 
90 per cent, of the deposit resources of the country. In 
the last few years, the percentage has declined to about 
87. If we add the Indian Bank and the Bank of Mysore 
to the list, the percentages for the years 1930 and 1936 
are 94 and 89. Having regard to the area and the special 
political and social conditions of the country, few countries 
in the world could show a higher degree of concentration. 

If Indian joint-stock banks are regarded as a special 
and peculiar credit-structure by itself—and for certain 
purposes, such a procedure is justified,—^the degree of con¬ 
centration appears much less. By 1930, the share of the 
Big Five in the aggregate banking power of Indian joint- 
stock banks rose to about 75 per cent, and of the Big 
Seven to about 80 per cent. The corresponding figures for 
1936 record a decline to 68 and 73 per cent, respectively.* 
Causes of Concentration 

Such concentration is inherent in the necessities of the 
banking business itself. The fate of an ordinary enterprise 
is linked to the market prospects and fluctuations of one 
commodity or at the most, a group of commodities. Banks 
whose resources are withdrawable on demand cannot allow 
themselves to be caught in a stagnation or collapse of any 
particular market or allied markets. Self-preservation 
continuously goads them into interest in and relations with 
varied lines of trade and commerce. Such diversification 
of risks pre-supposes large resources and large clientele 
which can be secured only by exploitation of new terri¬ 
tories. High speculation of certain areas in certain agri¬ 
cultural products, concentration of financial requirements 
of different areas at different times of the year, confinement 
of manufactures to certain narrow belts and areas of the 

• nMeV. 
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country, these have no doubt influenced and impelled the 
growth of certain banks. 

nf int^^TOt-ratfiS are another factor causing 
territorial expansion. Even in small countries, rates are 
apt to vary from area to area according as these are 
agricultural, manufacturing, etc. In vast countries like 
India, territorial divisions are much sharper and differen¬ 
tials in rates very wide. As analysed elsewhere,* interest- 
rates are the highest in Madras and South India generally 
and quite high in the Indus and Gangetic plains. In the 
triangle roughly dilimited by Bombay, Ahmedabad and 
Calcutta, which represents the manufacturing and high 
finance area of the country, rates are comparatively low. 
To the impelling motive to diversify risks are thus added 
tempting opportimities of earning high rates. Cyclical or 
transitional changes which cause precipitous declines in 
interest rates are apt to make such an impulse to exploit 
higher rates almost irresistible. The years since 1929-30 
illustrate such times when interest-rates in certain areas 
and particularly in big towns have fallen to persistent, low 
levels. Whether this impulse acts slowly or in great 
spurts, it does not exhaust itself till rates have been brought 
down to more or less common levels. 

The third factor which tends in the same direction is 
the force of Tnntnfll pompotitiny^ among banks. Fears 
raised by the growth of rival banks are very frequently 
the cause of general movements for expansion whether by 
means of new branches or amalgamations. Much of the 
rapid expansion of branches and places which took place 
between 1921 and 1930 when the Imperial Bank was creat¬ 
ing its 100 statutary branches was of this character. Many 
of the leading banks seem to have been seized with the 
fear that they might lag far behind in the voliune of 
their resources and therefore suffer from the powerful 
competi^on of the Imperial Bank. Such competition 
redounds to the benefit of the country so long as it has 
to reach its full banking development But ma^y timei^ 
competition forces expamnon b^ond the point of economie 

* Sm pp. M>T0. 
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justifiability and burdens the country with too many 
branches, over-centralization, concentration of money- 
power, high cost of finance, etc. The expense ratios of our 
banks analysed elsewhere do not indicate that we are in 
the remote neighbourhood even of this state.* 

Diffusion and Regionalization of Indian Banking Structure 

On the other side, there are forces which thwart, though 
they cannot ultimately defeat, the movement towards 
concentration. 

We have noted a while ago the diversity of interest-rates 
prevailing in different areas of the coimtry. A bank which 
creates branches in different parts may invite embarrass¬ 
ment if it offers markedly different deposit rates from one 
branch to another. Branches with lower interest-rates 
run the risk of being denuded of their deposits while those 
with higher deposit rates may have to cope with a flood. 
Banks are protected to an extent from this difficulty by 
the ruling of law-courts that deposits maintained at one 
branch are not payable as a matter of right at other branches. 
They protect themselves also by establishing their higher 
deposit-rates not too high and contenting themselves with 
business high in quality and for that reason not too 
lucrative. The local banks are thus left with business 
whose high profitability goes well with high deposit-rates. 

In few parts of the world perhaps do personal contacts, 
informal procedure, even oral obligations play a greater 
part than in India. A highly concentrated banking system 
is too impersonal to meet requirements of this kind. The 
local branch is more or less subjected to detailed regulations 
from head-quarters, procedure and security are necessarily 
documentary, and the spirit of legal forms broods over 
everything. A local bank on the other hand offers advan¬ 
tages which the wide-flimg organisation of a bank with 
himdreds of branches cannot emulate. To all this, we 

* Inequalities of seasonal requirements and more permanent inequalities of demand 
and supply of capital are trell illustrated by following tearea. March Is a siaek month g^r 
bbriowing in Be^l but the slackness explains only a small part of the discrepancy. 

Imperial Sank (Bengal Circle; last week, 199$) I^exeentage of Bengal circle to 
Afi-India figures* Currmt ahd fixed accounts 54%, jaiUs, Cash credits, Overdrafts, Loans 87%. 

Sutplus, braiwhes and^efteit, or bCMTowCng branehm are determined aecor^ng to 
loeation e,g. Behgal; Madras, nmlab oMea, etc. repreaent the former type. Somethnes twq 
haiifoi preimt a diffesent fiiotum in > 
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must add special types of business peculiar to each 
locality with which the local bank has obvious advantages 
in dealing. 

Amalgamation which in most countries has been the 
chief instrument of concentration has also to run the 
gauntlet of certain special difficulties in this coimtry. Like 
all other institutions, banks also tend to become the muster¬ 
ing centres of all communal, sectional and even family 
interests. These are apt to rise in arms with destructive 
power and resourcefulness against any movement which 
threatens to diminish their importance. 

Running athwart all these forces is the cross-current of 
Native State territories. As observed already, British 
India banks are loth to place their interests under the 
protection of Native Princes. Native State banks them¬ 
selves avoid on their part such common interests. The 
upshot is independent local banks for different states. 

These factors have demonstrated their power in more 
recent years. We have already noted the speed with 
which small local banks have sprung into existence or 
have exploited opportunities to expand themselves. Banks 
with capital and reserves of *5 lakhs and over have 
indreased from 30 in 1930 to 42 in 1936 while those with 
capital and reserves between 1 to 5 lakhs have increased 
from 57 to 74. 

These very factors have operated to give some of the 
bigger banks even strongly regional character. As the 
map facing page 31 vividly brings out, the Punjab National 
Bank, the Allahabad Bank of India, the Bank of India, the 
Bank of Baroda, the Indian Bank and the Mysore Bank 
have their operations concentrated in certain well-defined 
regions of the country. The Bank of Baroda and the 
Mysore Bank are most active within the territories of their 
respective states. The Indian Bank works in the special 
conditions of South India among a clientele largely com¬ 
posed of the Nattukottai Chetties. The narrow area 
covering chiefly the Bombay Province served by the Bank 
of India is the outcome of deliberate polity to adhere to 
the biggest industrial and commercial centres of the laud. 
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The Punjab National and Allahabad Banks have always 
been the banks primarily of North-West India. Over¬ 
shadowing all of them and competing with them almost 
everywhere are the Imperial Bank of India and the 
Central Bank of India the former under the pressure and 
inducement of special government patronage and conces¬ 
sions, the latter out of a will and spirit to expand. The 
Imperial Bank was a factor to reckon with between 
1920-30, while the Central Bank has been most aggressive 
after 1930. The marked stationariness of some of the 
regional banks, notably the Pimjab National and Allahabad 
Banks may be due in large measure to their loss of more 
liquid business in favour of these two great rivals. 

International Comparisons of Banking Progress 

The following table sets forth some broad facts to 
illustrate the progress of banking in India and elsewhere. 


1936 OR NEAREST YEAR 



Today, the deposit per head in India is a little over 10 
shilling s as against 212 in Germany, 217 in Switzerland, 
1,164 in England and 1,317 in the United States. 

It is obvious that the smallness of our per head deposit 
r^ects more the lack of banking facilities than the poverty 
of the country. The figures of population and number erf 
square miles per banking office bring this opt quite clearly. 

Less than one quarter of towns ydth population of 5,000 
I and over have benk^ facilities at pri^nt. If per hea^ 
I deposit is calculated for these places only, the figui^ is 
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in the neighboiirhood of 70 shillings. Even then, the 
figure is about l/4th of Switzerland and l/3rd of Germany. 
iTflie backwardness of banking habit and the low levels of 
lincome in this country must be set down as the next cause 
^n order of magnitude. 

Countries with high densities of population find deve¬ 
lopment of banking facilities naturally easy. But densities 
are relevant only when they indicate degrees of urbani¬ 
zation. The United States have a density of l/5th that 
of India only while France has a density much higher than 
that of India. Yet their population per banking office is 
about 8,000 for the United States and 20,000 for France. 
The figure for India is 276 thousand per banking office. 
Other Banks 

The banking structure and banking facilities which form 
the basis of our analysis in this chapter refer only to the 
banks which have a paid-up capital and reserve of 1 lakh 
and more. They exist, however, against a vast backgroimd 
of indigenous credit institutions and small banks which 
in their territorial extent and theiir aggregate financial 
operations over-shadow by far modern bariking in this 
country. Money-lenders and indigenous bankers still con¬ 
tinue to be the backbone of all agricultural finance.* On 
account of the deficiencies of law before 1936, the total 
number of companies which call themselves “banks” is 
far above the number of banks mentioned just now. 
Taking British India and Native States together, more than 
2,300 companies returned themselves in 1936-37 as “ banking 
and loan companies.” Of these about 110 only are 
accotmted for by the banks we have mentioned above. The 
rest aggregating to more than 2,200 are “ banking and loan 
conc^anies ” with a paid-up capital and reserve of less than 
Rs. 1 lakh. It would be an error to underestimate their 
aggregate financial importance to this country. Their 
paid-up capital appears to be equal if not indeed definitely 
in excess of the scheduled banks and Indian joint-stock 
banks of class B. 

Ihe distribution of these “ banking wd loan companies ” 
according to provinces gives us an unmistakable clue to 

• Pp. m-ai. 
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what they really represent in our financial organization. 
About 1,200 of them are located in the province of Bengal 
and Madras accommodates about 500 of them. Bengal is 
the well-known breeding ground of what are known as 
“ loan offices ” and has contributed little by way of modem 
banks. Madras is the home of those ancient but queer 
Nidhis or Chit funds and has shown a peculiar genius for 
a prolific output of tiny banks. Whatever their usefulness 
in the economic life of the country, most of such companies 
do not satii^ thie prime tesit of hai^ng busSness, the 
acceptance of deposits withdrawable by cheque.* 

According to figures compiled by the Reserve Bank of 
India for December 1938, the number of non-scheduled 
“ banks ” i.e., banks with capital and reserves of less than 
Rs. 5 lakhs, is about 1,421. As miay be surmised from the 
distribution of banking and loan companies referred to 
above, the bulk of these banks is concentrated in Bengal 
(988) and Madras (252). Among them all, companies which 
are banks in the sense that they accept deposits with¬ 
drawable by cheque and which conform to the obligation 
imder Section L of the Indian Companies Act to submit cash 
reserve returns, aggregate to about 626 only. If we deduct 
from this figure the number of Class B banks, we arrive 
at about 500 and odd concerns as non-scheduled banks with 
capital and reserves of less than Rs. 1 lakh. 


> im-87 OU. In Lakhs). 


No. 

Pd.-Capital. 

Reserve. 

Total. 

Loan 

Companies 

... 9,842 

8,821 

... 


Clafis A Banks 

48 

848 

846 

1,888 

Class B Banks 

... 74 

100 

88 

188 

Loan M>d Banking Companlw. 

Hadna ... 481 

Punjab 

... 78 


Bombay 

... 88 

Biifma 

... 98 


Sind 

... 88 

Bihar 

... 12 


Bengal 

... i.m 

Oilssa 

... 4 


Assam 

... 87 

C.P. 

... 6 


U.P. 

... 88 

N. W. P. P. 

... 8 
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* Journal of Boyal Statiatical Society, Fait in, ItST. P. 881>8S. 
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TABLE III. 

Placet with Banldiig-fooiUtiet aocordlog to Population. 



TABLE IV. 


Branches of Big Seven Distributed according to Population of Places. 1989 



TABLE V. 


ciddauid £. 8. 888 

pver. I b: bbb mwm** (Lakhs), 









































































CHAPTER in. 

THE STRUCTURE OF INTEREST-RATES 

Recent monetary theory tends to look on money rates of 
interest as the chief dynamic factor in our economic system. 
Since rent and wages are more or less rigid elements in 
costs, and profits in the short run at least are only a residue 
or surplus, this significance ascribed to interest-rates is in 
one sense inevitable. No general agreement is visible 
however as to the exact process by which these changes in 
rates become effective. Difficulties start with the very dis¬ 
tinction which is usually made between short-term and 
long-term rates. It is obvious that among the multiplicity 
of rates which prevail in a modem money and capital 
market, an average or typical rate to represent either of 
them can be nothing more than a tool of theoretical 
analysis. The border line which separates short and long 
rates is necessarily indeterminate and certainly less ascer¬ 
tainable than that which separates open-market rates from 
customer’s rates. Further, differences arise when attempts 
are made to explain the exact manner in which changes in 
short rates react on the economic process. According to 
one view, sponsored notably by Hawtrey, changes in short 
rates are by themselves sufficient to start an economic 
phase. Hawtrey analyses how costs of different classes of 
businessmen are affected by a change in short rates and 
arrives at the conclusion that the sensitiveness of dealers 
in stocks to such changes is the starting point of those 
impulses which ultimately take shape as booms or depres¬ 
sions. The second view, originated by Wicksell and re¬ 
interpreted in various ways by Keynes, Hayek, etc., looks 
to the sympathetic effect of short rates on long rates for the 
initiation of economic changes. The essence of a phase lies 
for them in the bias created by such changes in the structure 
of production now in favour of capital^ods and now in 
favour of cdnsumption-goods. Changes in long-term rates 
are in Uiis view inter-related with changes in the.strueture 
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of production. An intermediate view seeks to explain 
economic transitions as due to the gaps which re¬ 
veal themselves now and then between short and long 
rates. According as the gap is more or less tempting, vast 
fimds on the border-line flow into either short or long in¬ 
vestments, and without waiting for sympathetic reactions on 
long rates enlarge or narrow the volume of employment. 
This intermediate view has this common ground with the 
second view that it looks to an enlargement of the 
volume of long-term investment for enlargement of 
employment.t 

It may well be that these differences are ultimately 
differences of emphasis only and do not mean unqualifled 
unwillingness on the part of advocates of each view to 
concede some element of truth in favour of other views. In 
any case, it is clear that the organization of interest rates 
has a signiflcance which goes far beyond the individual 
concern and interests of banks. Banks have indeed to work 
within the conditions set by interest-rates. But since 
commercial banks are the conummity’s main repository of 
short-term capital and the central bank has the control of 
the cash-basis of the credit-structure, the banking system 
is also the most dominating influence on these rates. The 
exact degree to which the banking-system controls or is 
controlled by interest-rates must however depend on the 
character of fundamental forces determining the rates 
structure of each country. An attempt is therefore made in 
the succeeding pages to describe the rates structure as it 
exists in this country. 

Relationship Between Short-Term and Long-Term Interest- 
Rates 

Our flrst concern must be to examine the relationship 
such as it exists in this country between short-term and 
long-term interest-rates. Banks are mainly interested in 
short-term investments. But it is obvious that the relative 
levels of these rates have a direct bearing on their profits, 
and therefore on their policies... We m^y distinguish h«»e 
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two questions which must be answered separately. In the 
first place, we must analyse those factors which decide that 
one class of rates should be higher or lower than the other. 
In the second place, the causes which determine whether 
the differentials between them shall be narrow or wide have 
to be ascertained. 

The yield on debentures of large and well-established 
industrial concerns furnishes a reliable barometer of returns 
on long-term investments. Unfortunately, an index of that 
quality is not easily available for this country. In the 
absense of such statistics, we may fall back on the yield of 
3J per cent, government security as representative of the 
level of long-term rates. To a certain extent, the yield on 
government securities of this kind is indeed more akin to 
short rates than otherwise. The chief drawback of long¬ 
term investment, namely, non-availability of funds, is 
diminished to the very minimum since these scrips are 
highly marketable. Nevertheless, political factors which 
are inseparable from such investment and which make for 
an element of risk, and general psychological attitude and 
practices of the public which looks on them as an outlet for 
its permanent savings, make these securities a fair repre¬ 
sentative of long-term investments in general. 

The rate of the Imperial Bank on demand loans represents 
par excellence earnings on short term investments which 
are free from risk and liquid in a high degree. As we shall 
see presently,* other open market rates conform more or 
less to this rate on demand loans, which, before the advent 
of the Reserve Beink, was also known as the bank-rate. 

From our record of these rates in Table VI and the 
accompanying chart, the normal relationship between them 
appears to be that the short-term rate is generally, though 
not always, substantially above the long-term rate. For 30 
years in the last century the excess amounted to more than 
1 per cent, for 23 years and in years of difficulties like the 
seventies, it widened to as much as 2 per cent. There is a 
noticeable narrowing of the difference during tilie present 
century, particularly after the outbreak of the Great War. 

.* tp. 
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Hiere are a few exceptional periods, which by their very 
unusual character, serve to throw into bold relief the normal 
relationship. In 1891'92, 1921-22 and in the years which 
followed the crisis of 1929-30, the short-term rate actually 
fell below the long term. The significance of this reversal 
of what appears to be the more normal relationship for this 
country will be analysed in another place in this chapter.* 
In the meanwhile, it is important to note that in all ordinary 
circmnstances relative cheapness or dearness of these rates 
expresses itself as a mere narrowing or widening of the 
margin between them. The years 1872,1892, 1923,1925, 1926 
and 1930 are illustrative of this proposition. 

This normal relationship between short and long rates in 
India is an arresting contrast to conditions obtaining in other 
coimtries. In England, the greatest international source 
and reservoir of short-term and long-term capital, the 
yield on consols or on high-grade industrial debentures 
shows itself consistently sOsove short-term ryates quoted 
for 3 months bank bills. It is difficut to say how far the 
long-term rate in England is raised by the annual outflow 
of capital and how far the short rate is lowered by the 
inflow of short-term capital from abroad for trade and 
investment purposes. It is more than probable, however, 
that even without the intervention of these factors, the 
relationship is expressive of the basic and permanent facts 
of Briti^ economic and financial stiucture.f 

At the first glance, the United States appear to present a 
situation very similar to that in India. The rates for com¬ 
mercial paper of 60-90 days maturity have, on the whole, 
persisted in levels above the yield of Home Railway Deben¬ 
tures or Treasury Bonds of more than 8 years’ maturity. 
But there are two special circumstances about this 
commercial paper which deprive tiie similarity of its 
apparent significance. In the first place, commercial paper 
in the United States does not represent any specific trans¬ 
action and consequently any specific security of goods. 

• Seo. m. 

t ** As a rule, althougli by no means always, fhort rates are below Iona rates.The 

true ream why shoH rates are usually below long Is to be ftmml partly In the structure 
of the market and ptutly in the extra risk of lending on long-term **- P. 9S0, Eoonomlcfc, 
. by F. Bmam. 
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Secondly, commercial paper is a much less important outlet 
for investment of short-term banking funds than call and 
time loans to the Stock-Exchange. Call loan rates in the 
New York Market which are the true counterpart of short- 
rates in London tend on the whole to be much.below the 
yield of Railway Debentures or Treasury Bonds. Between 
1890 and 1911, call-loan rates shot above the yields of Rail¬ 
way Debentures and Treasury Bonds only in tiie years 1899, 
1902, 1905-07.* It may be said therefore that in the United 
States also, the normal relationship is an excess of long rate 
over short. 

The relationship between short and long rates is 
sometimes sought to be explained by means of an alleged 
distinction between money capital and real capital. The 
demand for short-term loans is according to this view 
essentially a demand for money-capital. The long-term 
rate represents the price which has to be paid for factors 
of production or real capital in general. Although diver¬ 
gences between the supply of money-capital and real capital 
occur now and then and have far-reaching consequences 
for the economic system, it is highly doubtful whether the 
distinction has any validity as a long period or secular phe¬ 
nomenon. The aggregate loan-capital of society, in the money 
sense arises because income-receivers, etc., prefer to hold a 
part of their money-income or money resources as deferred 
purchasing power. To the extent that they defer their 
claims on wealth, a stock of wealth composed of finished, 
half-finished and imfinished goods is diverted from direct 
consiunption into further production. If a cross-section of 
economic society were obtained at any point of time, we 
should be able to see the two sides of the process at once— 
a disbursement of money-incomes equivalent to the net 
contribution of each factor to the creation of wealth and the 
existence of a stock of wealth in all inchoate or finished 
stages arising out of the fact that a part of the aggregate 
income of society is held back from consumption for short 
or long periods. Ah advance out of money-capital, however 
short or long its dtiration, means therefore e transfer, of 

• Pp. a4«>t4e. Stndr of anomt-tteio, bp Kook* < ■ 
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CM^apnand over some portion of real wealth whether 
hichoate or in a finished condition. It is ctear from this 
argument that short-term or long-term investments, differ 
only in the time-length of the advance and not in the kind 
or character of the resources which they enable the 
borrower to acquire. There is also no warrant except 
an empirical one, for the belief that short-period advances 
mean the creation of less durable goods while long-period 
advances mean an accretion of more durable goods. If the 
foregoing analysis is valid, then, a persistent relationship, 
as distinguished from cyclical movements, between short 
and long rates must be explained as much in terms of the 
supply and demand* of real wealth as in the case of any 
other economic price.f 


I. 

SOME HISTORICAL EPISODES 

While the normal relationship in India is a level of short 
rates higher relatively to long rates, exceptional years or 
periods are not altogether absent. In 1891-92, 1921-22 and 
in the years following the great crisis of 1929-30, short 
rates actually fell below long. 

Episode of the Nineties 

Events in India in the closing decade of the last century 
have an unusual interest when studied in their inter¬ 
national setting. The western world was then passing 
through what Keynes has described as “the famous and 
curious depression of eighteen-nineties.” The curious 
character of the episode is intensified when European 
experience is compared with what transpired in India 
during the same time.$ 

In one important particular, the situation in England 
and India was markedly similar. “The period (1890-96) 
was marked (in England) by an extreme abundance of 
gold and extreme ease of credit.” The Bank of England 

• Pp. 1«-S0s “Stodjr of Iatentt.ItatM” Korak (P> S. Kta^. 

t See p. 95 ( lUd. 

} Fp. 164-170. Vel. n. 'Tieatbe «ii Moocp", KepMi. 
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rate was low and from February 1894 to S^tember 1896, 
it stood at the unusual level of 2 per cent.* 

In India, the short-term rates fell suddenly below the 
long-term in 1891 and 1892. In 1888, 1889 and 1890, the 
average rate of the Bank of Bengal was 5*460, 6*991 and 
>*790. For 1891 and 1892, the average reached 3*062 
md 3*4999. The rates of the Presidency Banks of Bombay 
md Madras recorded identical movements. Although the 
rates firmed up subsequently and rose above long rates, 
renditions continued on the whole easy from 1893 to 1896.t 

This unusual ease of monetary conditions was the 
)Utcome of the fall in silver exchange and the incidental 
leavy imports of silver. For the 5 years, 1884 to 1889, 
he net imports of silver amounted to 44*6 crores but in 
he next five, they rose to 61 crores.t 


Most of this silver found its way into banks which used 
t to add to their cash or converted it into notes and coin, 
rhe highest point reached by “notes current” between 
L875 and 1890 was 16*4 crores. But in 1891, this figure 
rose to 25 crores from the low level of 15*7 crores in 
L890 and remained at 24 crores in 1892. 

The introduction of the 5 Rupee note in 1891 explains 
mly a part of the increase. The larger part of the increase 
Kcurred in 10,000 Rupee notes—^the form in which banks 
isually hold their cash.lf 


• lUd. p. iw. 
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Except for the extraordinary ease of monetary conditions, 
India presents a complete contrast to Great Britain. A 
boom in investment, particularly in foreign lending 
between 1888-90, had led to the Banking Crisis in 1890 and a 
collapse of investment activity thereafter till 1896.* In 
India, on the other hand, the fall in short-rates initiated a 
similar fall in long rates and paved the way to a well- 
marked investment boom. When the rate of the Bank of 
Bengal fell as low as 2 per cent, in 1891, there occurred an 
increase in the price of 3i per cent, government security, 
or what is the same thing, a fall in their yield. In 1893, the 
premium on these securities varied between 3 to 4 rupees, 
in 1895, it reached 5 to 9 rupees, in 1896 the premiiun exceed¬ 
ed Rs. 10. 

With the general fall in interest-rates, enterprise began 
to gather strength. From 1890 to 1893, the paid-up capital 
of joint-stock companies increased at a moderate speed. 
But thereafter till 1898, it mounted up at a rate which for 
those years was astonishing. The floatation of joint-stock 
enterprise was observed with surprise in contemporary 
business circles.t 

In spite of a rising total of wages-bill, higher rates of 
money-wages and increase in other incomes, England 
experienced “trade . . . stagnant, employment bad and 
prices falling.”j: Between 1890-96, Saeurbeck’s index- 
number fell by 18 per cent, and the Economist's by about 
14.1 per cent. In the terminology of the Treatise, savings 
outran investment. 

Things appeared otherwise in India. From 1881 to 1888 
prices were on the whole stable—^the index-number moving 
within a narrow range of 97-100. After 1888, however, in 

* New iMues in EUigUnd. (Annual Average). 
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sympathy with the fall of interest-rates and progress of 
investment boom, prices mounted up rapidly passing 117 
to the 1896-97 famine level of 132.* 

Keynes describes the British situation of eighteen- 
nineties as “a perfect example of a prolonged Commodity 
Deflation developing and persisting m spite of a great 
increase in the total volume of bank-money.” In the light 
of the contrast presented by England and India, one may 
well wonder whether something more than interest-rates, 
saving and investment has not to be called in to explain the 
complicated train of events under observation. 

This era of low short rates and long rates ended abruptly 
about 1897. The reversal of the trend of early nine¬ 
ties had been really initiated early in 1893, with the closing 
of the mints. But many adventitious causes delayed the 
logical consequences of the step. The supply of ciirrency 
was actually enlarged as government accepted silver from 
banks and other parties who were likely to suffer loss by 
the new exchange policy. The Secretary of State insisted 
on rates for Council Bills much higher than market rates 
and his forced withdrawal from the Held led only to large 
imports of silver as the only alternative means of pajrment. 
Subsequently, after two successive reductions in rates, he 
re-established touch with the market in January 1894 and 
released large quantities of rupees which had been im¬ 
pounded in government treasuries from June 1893 to 
January 1894.t The improvement in the exchange rate, in 
the meantime, tended to defeat itself by calling rupees out 
of hoards for the purchase of the apparently cheapening 
silver. The withdrawal of Government as the usual largest 
borrower in the market intensified the trend to lower rates. 

By about 1897, however, the closure of the mints began 
to be effective. By 1897, interest-rates reached levels such 
as were never seen before except in the crisis year 1866. 
The Bank of Bengal pleaded lack of funds to make advances 
even against gilt-edged government securities and at 

• Pp. 80fr<»»(Geiml Index. Humber; «H>nrettop end Pitoet** (Loi^^ 
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interest*rates as high as 16 per cent. Upcountry native 
firms were reported to be in difficulties or became actually 
insolvent. A significant feature of the situation was the 
greater stringency of funds in the banks than in the bazaar; 
bills for which the Bank of Bengal quoted 13i per cent, 
were being dealt with in the bazaar at 8 per cent.* 

The long-term rate was not slow in rising. The price of 
per cent, government security which had reached Rs. 110 
in 1896 fell down to Rs. 103-8 in 1897 and still more pre¬ 
cipitately to Rs. 93 in the following year.f Government 
intensified the situation by resumed borrowing—^it borrowed 
10 crores in 1896-99. Investment met an abrupt check. 
Paid-up capital of joint stock companies evaporated till for 
1899 and 1900 it was lower than the pre-decade level even. 
The price-level was 117 in 1896 and 132 in 1897. It fell to 
109 in 1898 and 99 in 1899. 

The Great War and Post-war Years 
The last years of the war recorded a noteworthy narrow¬ 
ing of the differential between short and long rate in India. 
The narrow margin ultimately gave way to an actual 
reversal of the relationship in 1921 and 1922. This time, 
the narrowing of the margin and its final reversal were 
caused not by any abundance of credit and short-term funds 
as in the last case but by the exceptional demand of 
government for savings of all kinds. In the years 1917-1919, 
the government borrowed Rs. 130 crores which in the 
circumstances of India was a colossal sum. The pressure 
of this demand and the growth of war investments forced 
up the long-term rate from its low level of 3*8 per cent, 
to 6*4 per cent, in 1922.| 
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The needs of war for which the Indian capital nuurket 
was depleted of its resources were sudi that they had the 
elBtect of keeping the short-term rate relatively low. The 
funds raised by government were largdy used for securing 
an increased supply of consumption goo^ and destruction- 
goods. In other words, long-term funds raised by govern¬ 
ment were restored to the producers as working capital to 
enable them to increase the supply of these goods. The 
production of capital or durable goods was mudb discourag¬ 
ed by the prevailing high rate and the deflection of demand 
from its usual channels. The working of these forces is 
well-reflected in the striking increase in the proportion of 
curroit to fixed deposits which marked war and post-war 
years. 

Although this was the main factor, it was not the only 
one which tended to depress the short-term rate. When 
loans fell short of urgent needs of war and further taxation 
became inexpedient, government issued paper to cover its 
expenditure. Of the net deficit in revenues estimated for 
1914 to 1920 at 36 crores by the Inchcape Committee the 
greater part was met in this manner. Since the aggregate 
pre-war casb balances of all Indian Banks were about 25 
crores only, such an addition to the cash of the community 
was bound in the first instance to create an apparent 
plethora of cash with the banks and keep interest-rates low. 

Despite the soaring prices of war-years, the percentage 
of cash to the deposit-liabilities of Indian banks reached 
record levels. In ordinary drcumstancei^ unusual accumu¬ 
lations of cash occur either because of recall and non¬ 
renewal of loans or excess of piqrments-in over withdrawals. 
In times of great trade activity and business profits, how¬ 
ever, such occurrences are out of the question. Nor could 
the hi^ cash-balances be ascribed to the undoubted fall 
in investments, for, the void was replaced witi| loans and 
bills. The unusual growth in the liquidity of the banking 
tystem is explained by the creation of l^gal tender by 
Government in such a way ti^at every rise in tiie pric^l^l 
was a prdttde to a fresh issue of curr«ity notes. 
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' 'Slie’.close of the war did not bring any diminution' of 
{^n^eure on the supplies of long-term capital The years 
1020-33 saw great investment in housing and joint-stock 
wterprise among others. Most of these concerns had been 
reidly initiated in the great boom of 1920 when the capital 
issues of joint-stock. companies alone exceeded by more 
than 13 times the issue of the previous year which itself 
aggregated to a large figure. It is hardly strange that the 
long-term rate continued to motmt up till 1923. Thereafter, 
With the decline of enterprise, the long rate began to decline. 

The break of 1920 boom caused a slump in the bank-rate 
in 1921. The actual defiation of 1920 however seems to have 
caused no embarrassment to the banks or their customers. 
Although the sales of reverse councils effected a total 
contraction of 39 • 7 crores, the banks offset the pressure by 
allowing their infiated cash to fall to its more normal pro¬ 
portions. The rate of the Bank of Bengal was only ^ per 
cent, higher than in previous two years and the rate of the 
Bank of Bengal was a trifie higher. The upshot was that 
while rupees and notes were drawn out of circulation, the 
deposits of Presidency, Exchange and Indian joint-stock 
banks increased in the very same months by 23i crores.* 


But circumstances were conspiring to force up gradually 
the short rate and restore the usual relationship. Although 
banks avoided the defiation pressure, the bazaar rates could 
not escape it and rose to 8 to 11 per cent, as against 5 per 
cent, of the Presidency Banks. In 1922, 1923 and 1824, the 
Government were takhig steps to force up the external 
value of the rupee to Is. 6d. sterling. In 1922 Government 
sold no council bills and prices both in India and the United 
Kingdom were stable. From Janui^ 1923 to June 1924, 
Government sold council bfils to a vbry limited extent and 


* See ,Note by Sb CMCMoh Appendlees €6 Hilton Young Co mmi M te n, 
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prices actu^y.^feU.in, I|i4iA whil^.vthey rosb in EngMC 
Eroin Ju}y 192^ tO!J|iIereb;1985, pcio^ k); India kept .pace 
with the deflationary ^policy ol the Eetium to the Gold 
Standilird in the Unijted, JGi^dom. The Bep<wts of tiie 
Currency Controller for the years 1922, 1923 add 1924 beai^ 
a^ple testimony to the stringency which developed .and 
caused the average rate of the Imperial Bank of India .to 
moimt up progressively from 5*57 in, 1921 to 6*68 in 1924. 
The Aftermtath of the Great Depressioa 
The years 1923 to 1929 were years of normal conditions 
and prosperity in India. Although the yield of 3i per cent, 
government security fell at first tin 1927 and then gradually 
rose, the ordinary excess of short rates above long continued 
in the usual manner. The Imperial Bank was content to 
maintain its investments at a low but slowly rising level of 
about 20 per cent, and allow its cash balances to fluctuate 
enormously according to the course of the seasons. The 
Indian joint-stock banks followed a different course. The 
low level of war time investments was quickly raised to 
34-36 per cent, while cash and loans were stabilised, round 
11 and 55 per cent, of deposit liabilities. < . 

The disastrous effect of the great depre^ion on ajpricul- 
tural prices, the fall in the value of Indhm exports fmd 
weakness in exchange, contraction of currency in 2 years 
of 43 crores and growing internal politicEd ipstt^bility were 
creating a difficult, situation just before Enid‘S abandoned 
the gold standard end the rupee was li^ed to ster^g. 
The short rates were rising very sharply in tlm early part 
of 1931 and the Ipng-rate was mounting all throxigh 1930-32. 
The cunrency measure of Septexnbe^ dhfn^ the situation 
in a. dramatic manner. The deflationaf^ pressum cea^, 
agricultural prices were stable at Qrst ap^ tken improyed* 
exports of gold in so far as theh equivaljent was not hoar^ 
relieved-Ihe pressure pa, zncmetaiy ^ut |ffie 

depr^ion.emtinued to dee^ for aQnie>ti:n^ Jiongar. , 
The bills imd adyai|ces qf,iha ]^npeii;isl ^ Eihh colUqised 
hrpxp i^ut 51 pCT.cehh to l^itp al^t S|||per. 

It met the onset of rlstog. ea^ haUmue^ bv raia^ tov^ 
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Hie joint-stock banks whose partieipati<m in seasonal loans 
iaxnuchmore limited passed through a similar phase, though 
not on the same scale. The ratio of bills and loans of the 
Big Five fell from about 55 per cent, to about 45 per cent. 
Hiey distributed the inflowing funds somewhat equally 
between cash and investment, cash rising from lem than 15 
per cent, to 20 per cent, and investments from about 35 
per cent, to about 40 per cent. 

As the trade demand for loans fell, at least in money 
value, short rates collapsed from their high level of 1931 
and from 1933 onwards sank below the long-term rate. The 
latter also fell though in a more slow manner. The post 
1933 years are an epoch in the history of interest rates in 
India. Never before has the short rate persisted at levels 
markedly lower than the long rate for such a long period 
of time. Never before has it been maintained at one 
uniform level for such a long period and from season to 
season. 

The years from 1931 onwards present a contrast to the 
episode of eighteen-nineties. In spite of a great and 
dramatic fall in interest-rates, recovery was slow and pain¬ 
ful. On the industrial side, no investment boom such as we 
observe in the eighteen-nineties is visible till 1936 and when 
it did appear, it proved short-lived. New issues hardly 
improve till 1936 and the paid-up capital of joint-stock 
companies is almost stationary. The exception to this 
stagnation of investment is an outbturst of house-building 
of astonishing magnitude which changed the appearance 
of i^ost every town in this country. Profits began to re¬ 
cover almost immediately from their record low level of 
1931 but evoi in the recovery years 1934-W tiiey were far 
^oift of 1928 level. Agricultural prices stabilised them¬ 
self at their low depression tevel till 1935. 

B is difficult to make any definite statement about the 
pan^Sl courro of savings. With the drastiq fall of piHlces, 
theilfi^e and lower urban classes which dSpend on wages 
and sid^M rortainly benefited, ^e fcuf invested in. 
postal saftt and cf c^ifiratesj ifirai^, etc., which 
cthhb liir^ly tram these classes record a strfidhg growth; 
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Some of the agricultural claases even may have had surplus 
funds to invest out of tiie huge gold exports. Judging from 
the number of assessees to income-tax, it appears that out 
of the 18 classes into which they are divided, the top 8 
classes show some decline in numbers while the lower tm 
classes are either stable or actually increase. On the whole, 
savings do not semn to have declined'. 


The striking difference between the nineties of the last 
century and the thirties of the present century is to be 
interpreted only in terms of the linking of the rupee to the 
sterling. This country was thus linked to the interna¬ 
tional depression also. 'With the silver rupee in the 
nineties, India had only her own weight to pull. In the 
thirties, India was only one member of a large team attempt¬ 
ing to pull themselves out of an ever deepening morass.* 


n 

DIFFERENTIALS BETWEEN SHORT AND LONG RATES 

It is more easy to account for the differentials between 
short and long rates than their relative position. These 
differentials must depend in the long run on the extent to 
which funds available for the two kinds of investments 
compete with each other. It is obvious that under appro¬ 
priate conditions it is possible to finance long-term require¬ 
ments with a series of short-term loans. The rationality 
of meeting short-term requirements with a long-term loan 
is not so immediately obvious. A long loan raised to 
finance short-term ne^ involves the inconvenience of 
holding idle ca^-balances when the needs are satined. In 
oertain circumstances, however, it may be economic to 
incur a long loan and place the balance as a fixed deposit, 
when the diort-term needs are over. This happmu when. 
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the rate <»! fixed deposit is less than the rate 
Pliable cm the long*term loan, the payment to be made 
on. short loans is so high that the excess more than counter¬ 
balances the loss on fixed deposit.* To the extmit to which 
such substitution of long loans by short ones and vice versa 
impossible the rates payable on them must tend to hold close 
together. In ordinary circumstances, however, such substi¬ 
tution is impeded by certain costs and inconveniences which 
to that extent create margins between these rates. 

(1) A series of short loans can replace a single' long loan. 
But for the borrower, the renewal of a loan means expense 
mid inconvenience from time to time. Besides, there is an 
elmnent of uncertainty that short loans may not be forth- 
ccuning at the expected time, at Ihe mcpected rate and in 
expected quantities. The borrower is willing for. these 
reasons to offer a higher rate for a long loan. 

^ ^2) The preference for short or long loans is much 
influenced by anticipations about future course of interest- 
rnte& When long rates are higli but in course of time are 
eiq)ected to fall, financing by short loans is sought by 
borrowers as much as possible. Funding of existing short¬ 
term indebtedness is postponed—which means again 
diminished interest on long loans. This preference for short 
loans explains how in the ascending phase of the trade- 
cycle when rates are hardening, short-rates are apt as in 
recent years in Great Britain and the U. S. to mount above 
long rates. When the .trade-cycle is reversed, the same 
factors depress short rates very much below long. In the 
ca^ of India, as noticed.already, these phases reveal them¬ 
selves merely as narrow^g or widening of th^. margins. 

, The trouble and expense of repeats renewals have 
obyioi^ly np, relevance to long loans. Periodfe anticipations 
of .jphjinges in rates , have also limited significance since a 
long loan takes account of eye,ry fpreseeable ficWr over 
loiM periods—which indeed explains the relative rtabilify 
of |k>ng rate^. The factor which directly affects the long 
rate if 'the unavailabfiity ,of investefi funds,, and the.risk .fif , 
de&uit, whi^h grow with tte length i>f the Iban. InC?pakifig: 

♦ P|>: 180-82. ^‘^Trade and Credit to. rikWtrcy * ' 
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a long loan, the lender has to take into account not merely 
the abililiy and character of the borrower but also probable 
economic changes and events which may affect the 
borrower’s capacity to repay. 

Besides these factors, investment habits and financial 
organisation of a country also decide the extent to Which 
short and long loans are in direct competition. If coiruner- 
cial banks hold the bulk both of short-term and long-term 
savings of a country, short and Iwrg rates naturally tend to 
hold close together. In Sweden, for exaihple, the small 
investor is not accustomed to invest directly in shares and 
bonds while ,the rich man is not able to find outlet for his 
temporary surpluses because of the non-existence of an 
open money-market. This situation is refiected in the fact 
that 80 per cent, of the deposits of banks consist of time 
and savings deposits while the balance is made up largely 
of special accounts withdrawable at 14 days’ notice.* In 
India, on the other hand, investment in industries etc. is 
direct, which leaves the banks control largely over short¬ 
term funds. Thus, although the return on short loans tends 
to be higher, the reservoir' of funds available for such 
investment is not directly replenished from supplies of 
long-term capital, and a deviation of short rates from long 
wider than what exists in Sweden is made possible. 

The foregoing factors explain the limits within which 
short and long loans compete with each other for employ¬ 
ment and the consequent margins which are established 
between them. They also suggest the line along which an 
explanation must be sought of the reversal in India of the 
normal relationship between the rates. The largest demand 
for employment of short-term funds in India arises from the 
needs of agriculture. But employment of funds for purposes 
of agriculture suffers from two drawbacks which entirely 
change its character. The risk of default is very high and 
comptues unfavoxuably with the'risk which may be incurred 
in' long term investment in joint stock enterprise. Secondly^ 
althoii^ the finance required may be short term in name, 
ike pre^rtion of renewals as a matter of couxse is sb higk 

•Pp. 384-W. ‘'Study of Inteieri^Bi^’V fcyKodt. '' ' 
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that the investment is inevitably looked on as long-tem in 
essence. The high rates for what is in name only short 
term finance for agriculture react on other rates in agricul¬ 
tural areas and influence ultimately the situation in the 
organised money markets of the country. The attitude of 
the foreigner towards investment in India tends towards 
the same result. Foreign funds flow wiUin^y into long 
term investment, lowering the long rate, but hold scrupu¬ 
lously aloof from short term investment—regarding India 
as a particularly unattractive market despite its high rates. 

As a profit-making business, a bank is but a broker 
between persons who have funds to lend and others who 
wish to borrow. The margin between the borrowing and 
lending rates is the source of bank-profits. Ultimately, 
indeed, these rates depend on the supply and demand of 
capital and the state of trade and business confidence. But 
within the limits set by these general conditions, banks offer 
on their deposits as low rates and charge on their loans as 
high rates as are consistent with maximum profits. Under 
perfectly elastic and competitive conditions, the margin 
will corre^nd to the costs of banking business. 

in 

RATES PAID ON DEPOSITS* 
Demand-Depodts. 

In offering rates on deposits, banks have to take into 
accoimt the volume of resources they wish to attract and 
can profitably invest. If this object is approached from the 
standpoint of the banking system as a whole, the offer of 
interest on demand or current deposits is either superfluous 
or not justified by any comparable advantage. Demand 
deposits are sought by the public more as a financial con¬ 
venience than as profitable investment and as such their 
aggregate volume is little responsive to offer of interest- 
rates. The effect of these payments <m banking policies is 
on the other hand generally undesirable. The necessity of 
earning interest puts banks under constant pressure to 

* InUfBitfitflf htm wiIfwI At tm «xpltloed In Ibot yioto t P* 9M Cb« VII. Batii 

of ootifMiiavev quoted l^idcoliiwlllrao^^ But H ie not po^ble to obtain Met loaoidi 
and the eboioa Vm between aome lodieatioB of level and ttend a^ luHadleatton aT^. In « 
oevtaitt aeoaa and flat oartaln potpoaaa wa an foatUled in ragaidhii tliaaa oale u iatad lataa aa 
tha nal aflaathe nilaa. 
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make investments of some kind or another, even in times of 
sladc trade and limited outlets. The evil of these rates was 
illustrated in the case of England by the crisis of 1857 but 
the banks waited till 1877 for a volimtary abolition of 
interest payments on current accounts. It was One of the 
many lessons learnt by the United States from the banking 
disaster of 1932-34 and a prohibition on such interest pay¬ 
ment was embodied in the great banking laws of 1933 and 
1935. 

In India, Exchange Banks offer as a rule some interest on 
current deposits. The Imperial Bank of India does not 
allow any interest on current accounts. Indian Joint 
Stock Banks quote as a rule rates on current as well as 
fixed deposits. The offer of these rates appeals to them as 
a means to make headway or at least hold tiieir ground 
against the prestige, power and size of foreign banks. It is 
quite probable that but for the attraction of interest on 
current accounts, a part of their resources would be diverted 
into Exchange Banks and the Imperial Bank. But it is a 
matter for grave consideration whether the practice is not 
a source of weakness to them in the long run. The absence 
of a market in call-loans and high quality bills aggravates 
this evil by making the less liquid investments a larger pro¬ 
portion of the whole. 

We have no satisfactory, or abundant record of rates 
paid by Indian Joint-Stock Banks on current deposits. 
There is available however a record of the average rate paid 
on such deposits by the Central Bank of India.* The Central 
Bank may be said to represent conditions and policies which 
stand mid-way between the most orthodox and the unortho¬ 
dox banking practi(X!s prevalent among these baidcs. 
Information relating to it'is, for this reason, particularly 
instructive. 

Till 1931, the C«itral Bank paid on demand d^>osits an 
average rate which varied between 2*01 to 2*53 per cent. 
In conformity with the course of interest-rates in graieral, 
the rate dedined fast thereaftw, reaehhig the record low 
level of-Tt per cmt. 

• nu« vn 
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Itn signiflcBnce is made clearer whoi compared with other 
iffdes. Till the depression, this average rate of the Central 
Bahk was generally only a little less than } the yield of 
Si- per cent. Government security. After 1931, the rate 
dwindled to about l/3lrd and later to less than l/4th even. 

Equally significant is the gap maintained between fixed 
and current deposit-rates. Till 1933, a gap of about 2-7 to 
3*7 was deemed necessary to prevent wholesale migration 
of funds from this category into the other. The gap then 
narrowed to about 1*5 per cent.—current rates falling more 
precipitately than fixed rates. These gaps by themselves 
are impressive. As the level of current deposit rates suggest, 
these gaps bespeak mainly the high levels which rates on 
fixed deposits are apt to reach. 

Half the yield on 3i per cent, government securities is 
rather a high inducement. It is possible only on account 
of the abundance of high earning assets in India and the 
paucity of liquid investments like call loans. From a long 
distance viewpoint, however, the presence of this feature in 
our banking system must be reckoned as a soiurce of weak¬ 
ness and likely embarrassments. 

Bates on Fixed Deposits. 

Rates on fixed deposits partake of a different character 
altogether. According as their level is high or low, 
relatively to returns on other forms of investment, the 
voltune of fixed deposits is apt to fluctuate in a very sensi¬ 
tive manner. Even as between fixed and current deposits, 
there is a minimum level below which the return on fixed 
deposits is felt hardly to compensate for the loss of avail¬ 
ability, and conversion into current deposits is preferred to 
a certain extent. There is on the other hand another and 
a more direct criterion which the banker takes into accoimt 
—^the rates which he expects to charge his customers. The 
interaction of these two sets of rates, the fates on alterna¬ 
tive >fonns of investment and the rates prevailing in the 
market for short4erm accommodation gives the economic 
level itfr rates on fixed deposits. 

From the stand point of the depositor 'the most direct 
alternative to fixed deposit is gilt-edged government securi- 
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ties, represoited in Eki^and by the Consol^ and in India 
by the per cent, securities. There can be of course no 
invariable relationship between the yield on fixed deposit 
and the yield on government securities. The state of busi- 
ness>activity, risk of depreciation of securities, the specific 
purposea for which deposits are to be held, etc.—these are 
factors which may create divergences between the two. 
Besides the direct influence of the long-term rate is naturally 
limited to those deposits which are fixed for longer periods. 
Between deposits which are impounded^ for ^ort-periods 
like fburtera days or even one month and deposits which 
are fixed for 6 months or one srear, no direct competition 
exists. In India, deposits for shorter periods than 6 months 
the so^:alied short deposits ’’ are usually accepted in the 
bigger places but the most common period for fixed deposits 
is one year. The proportion of long-period deposits is apt 
to be very high. 

As for lending rates, these are represented in highly 
organised money-markets like those of London and New 
York by the bank-rates. A practice has therefore grown 
up of relating deposit-rates to the-bank-rate as sO' many 
points below the latter. The other lending rates then fall 
automatically to their economic levels. The situation in. 
India- is materially different. The rate on demand-loans of 
the Imperial Bank represents broadly the minimum retvim 
obtainable on short-term accommodation in the highly 
developed financial centres of the country. The rates 
obtained by other banks vary enormously according to the 
localities they serve and the type of business they solicit. 

Ehren in the slack season, rates as high as 10 to 11 per cent, 
could be reaped agaihist wheat-pits in the twoities of the 
pre%nt centuries. When the monopoly of the bank in 
qfuestion was intruded on by another bank, the rate f^ to 8 
per cent. ,The appearance of the Imperial. Bdnk borou^t it 
downito' the. clviliaed level of 0 per. c^t. -What' is*more, 
the effects of these changes are.felt far beyopd the locality 
immediately ccmcemed, a big,'circum^bieirt region of 100 
miles being mentioned.'* - ' ’ ^ | 

* lOanOm ia BvUmMt Biltoii-Yotwg GkmunMoa-.Q.UNWf.iMQS' «<»>■ 
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ApArt for disparities of economic conditions and state of 
competition from one tract to another, banks themselves 
have the choice between business and business in the same 
tract. There exist strong grounds for the surmise that our 
banks tend to concentrate on one-type of business or another 
according to the state of competition, etc. There are banks 
which find it profitable to lend money at rates almost the 
same as in England. But for others, such rates would be 
highly uneconomic.* The Imperial Bank has been found to 
quote 5 per cent, at a time when the Allahabad Bank could 
not have a profit-margin at less than 71 per centf Thus, 
the Indian joint stock banks are not a homogeneous syston 
but a group made up of several types whose common form 
of organisation conceals serious qualitative differences. 

Hence, Indian joint-stock banks offer rates which are 
conspicuous for their large variations. Even in a country 
like England, deposit-rates in the ^ort loans market of 
London and in the cotmtry reveal as large differentials as 
1 to 1} per cent. In India, the differentials range much 
wider. 5 per cent, for one year, 6 per cent, two years, and 
so on at a time when the yield on per cent, security was 
no more than to 4 per cent.—these are by no means 
infrequent with certain types of banks. The eflectivenesst 
of high rates to overcome the psychological resistance of the 
public cannot be doubted, either. In his evidence before the 
Chamberlain Commission, the Secretary of the Bank of 
Bengal amply testified to this fact. When the Bank raised 
its rate for 12 months from 3 to 4 per cent, as an experi¬ 
mental measure, the incoming flood of funds was so 
embarrassing that as a measure of self-protection, it 
promptly restored the old rate.f * Money is available in 
India ” testified a banker twelve years later, ** if the price 
is paid for it, and there is no more powerful agent for 
bringing hoards into fruitful emplo 3 rment than a good price 
for money .’*§ In fahness to the more routable banks, it 

* Q 10tOT-T4t UOSit Mimifeet of Evideaee, Chaiiiibfliltia CMBnlMlott. 
t Q 118a4>UaT0; Mbmtw of Bvid«ooe» ROtott-YoiiiMt finmwl iii rwi 
t Q taat WISt AOmitM of BvIdMioe, CaMmbeilolB Owmrtnlmi 
T MBttiitai of Bvldeiioo Q 9M0. 

I AppiaOkm HOIon^YoiiOf CnimMkm > |». m 
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must be recorded that they rarely accept fixed deposits for 
periods longer than (me year. 

Ibe only continuous record for rates on fixed deposits we 
haye got relates to the Central Bank of India. While the 
average rate paid by it on all deposits, current and fixed 
taken together, has been as a rule below the yield of 3i 
per cent, securities, the rate on fixed deposits was above it 
by a margin of *7 to 1 per cent, in the years of high interest- 
rates 1924-29. But after 1929, the fixed deposit rate fell 
below the yield of these securities and presumably, this was 
the case before the year 1923 also.* 

Average Rate on all D^osits 

Although we have no separate records for rates paid (m 
fixed and current deposits except for the Central Bank of 
India, statistics for the average rate paid on both types of 
deposits taken together are more abundant. The average 
rate is useful as giving us a direct idea of the profitability of 
different assets of banks. 


The Allahabad Bank which operates largely in the U.P. 
and a part of the Punjab paid a rate on the average which 
till 1929 was less than the 3 deld of 3i per cent, security. 
But thereafter, it seems to have been unable to reduce its 
deposit-rates in conformity with the rapid fall of interest- 
rates which took place, liie average rate has been actually 
higher than the yield on the aforesaid security. 

The Punjab National Bank which operates to an extent 
in the same area records a different state of things. The 
relationship between its average deposit rate and the yield 
(m 3} per cent, security was rather indefinite till 1929—the 

• 11k« nitcf olltecd and Hie ehaafei in them made by the Indian Bank of Mbdcaa aie 
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lOfiber.ftKtuating >a little above or a little balow the latter. 
After 1929, the average rate sank below- that -yield.' Since 
^ proportion of fixed deposits in the liabilities of the 
Ihinjab National Bank is higher than in the case of the 
AU^abad Bank, particularly in recent years, it is clear that 
the rates of the Allahabad Bank on fixed deposits tend to 
reach higher levels than those paid by the other bank. 

The rates of both the Allahabad Sank and the Punjab 
National Bank are as a rule higher than those of the Central 
Bank of India.* After 1925, the differentials between them 
have widened in a marked manner. 


After the Allahabad Bank and the Punjab National Bsnk, 
the highest deposit-rates are paid by the Indian Bank tthich 
operates largely in South India. Till 1933, its average rate 
which as a rule has been below the 3deld of 3J per cent, 
govenunent security stood between 3 J • to 4 per cent. 
Afterwards, it fell much below that srield but continued to 
be quite as high as among important Indian joint stock 
banks. The margin between the rates of the Central Bank 
of India and the Indian Bank tends to be about 1 per cent, 
and has rarely fallen below i per cent. Even during recent 
years, the margin continues to be about the same. 


We have no statistics available for certain important 
banks like the Imperial Bank, the Bank of India, the Bank 
of Baroda, etc. From our analysis of their profit and loss 
accounts and particularly their rates of gross and net profits, 
however, it can be confidently inferred that their rates are 
lower than those of the Central Bank of India.* 

As we have indicated already, the significance of the 
average rate cannot be accurately appreciated without 
taking into account the proportions of fixed ahd current 

* Cf. “ Tbe Punjab National Bank which it the only Indian Bank in Northern India 
with fbndigtt conneetioae it said to charge very hl|d> ndet at oompared with aanhan g e banki 
In Bombay**. P. 28i Banking Inquiry Committee Report lOai/ 
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deposits. These proportions vioy'mwiicdly'h«tweeb ‘bank 
and banl^ ^e Pu|ijab National Bank as high a pro¬ 
portion of fixed deposits 9 s 75 to 30 per cent, of the total. 
The Bank of India mainUpns it at abqut 50 to 55 per cent. 
A large? proportion of fixed deposits , means a limited 
ability to earn profits and a corresponding temptation to 
launch into illiquid business. 

Begttlati<m Dejposit-Rates 

Variations in deposit-rates from tract to tract and banks 
with one type of business to banks with other kinds of 
business are both inevitable and in conformity with the 
economic needs of India. But variations which arise from 
unhealthy competition among banks are a source of weak¬ 
ness to the banking system as a whole. Uneconomic rates 
offered by banks mean vmavoidably unhealthy business and 
banking practices. Advanced banking systems recognise 
that unchecked competition in deposit rates advance the 
interests neither of individual banks nor of the banking 
system. The Federal Reserve Board in the United States, 
the Syndicate of Banks in Paris, the Stempelvereinigung in 
Germany, the informal association of the Big Five in 
England reach agreements from time to time as to deposit- 
rates which are strictly adhered to. Nothing will ensure 
the steady progress of banking in India more thim some 
regulation of deposit-rates which is both effective and at 
the same time elastic enough to permit unimpeded the 
work of reaching all classes of potential depositors. A work¬ 
able scheme would be to divide the country into a number 
of circles marked from each other by well-defined financial 
needs and characteristics. As in France, banks in each 
circle should voluntarily allot themselves to three or more 
classes according ts their type business «md eadh class 
shoidd have maximum rates which they must not exceed. 
The regulation need not seek to .cover all classes of deposits. 
As in ^igland where the agreed rdtes apply to deposits 
svd^jcct to 7 day# notice ohlyt we mi|^t prescribe rates fcsr 
the^most coahnon poriod of fiked deposits-t^ediitdi ts uaiaUy 
ene:-year:'^ >,r, . .. ^ i 
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SstM Eanied on bivoteieitia 

In examining the structure of rates charged to the public, 
we have perforce to exclude all rates for which continuous 
or reliable records are not available. A modem capital and 
money market presents two broad classes of rates, rates 
prevalent in the open market or open market rates and 
rates charged to customers. Even in more advanced coun¬ 
tries, sufficient and reliable data for the latter class are not 
easily obtainable. It is no surprise then that the on]^ 
statistics available in this {country relate to open market 
rates. 

. The rates charged to customers by banks and particularly 
by other lenders should not, however, be underestimated as 
factors in the general banking and economic situation. 
Mortgage loans, it is to be. presumed, absorb no small frac¬ 
tion of the annual savings seeking investment. In urban 
centres, loans against houses and sites, and in less indus¬ 
trialised places, loans against farms attract not a small share 
of banking and other funds. Loans for consumption 
whether direct, or indirect in the form of instalment credit, 
have an important place in most coimtries. The growth 
of institutions for financing instalment sales have tended in 
recent years to link these rates to the rates structure of each 
country. A more astonishing development has been the 
growth of ‘‘professional and private" loans in the aggre¬ 
gate advances of banks. No mean fraction of these loans 
consists of consumption loans, pure and simple. 

Broadly speaking, the main factor distinguishing rates 
charged to customers from open market rates is that while 
differentials among the latter are much influenced by 
the period of the loan and the quality of the collateral 
offered as security, tiie differentials among the former are 
mainly determined by the presumed banker-customer 
relationship. Time is not an over-riding factor in customers' 
rates because the banker strives to retain his customer as a 
permanent client while the customer mcpects the buflmr 
to take into account not merely the profit <»i the particular 
loan but the present and future welfare of the business as 
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well. Renewals of these loans, whether given initially on a 
time or demand basis, is a common occurrence and practice. 
Security also is not of so much relevance since the banker 
seeks safety, not in any particular kind of collateral, but in 
a number of facts and factors which he has learnt to take 
into account as a result of long personal contacts and rela¬ 
tionship. A customer is not merely an outlet for invest¬ 
ment. In his capacity as depositor, he proves an important 
source of bank funds also. 

Secondly, unlike open market rates which tend to 
approximate to a certain level, customers’ rates are apt to 
show great geographical variations. Since local know¬ 
ledge and contacts are the chief basis of these loans, local 
conditions influence rates which, even in countries like the 
United States, are apt to be twice as high in certain localities 
as in others.* The presence or absence of a local link with 
the central bank of the country, the abundance or paucity 
of capital indicated roughly by the volume of local deposits, 
the degree to which funds are attracted from smaller to 
bigger centres or vice versa, operating costs of banks 
relatively to the size of business—^these are some of the 
important factors normally at work in determining the 
level of these geographical variations. 

Open Market Rates 

(1) The Imperial Bank’s rate for demand loans may be 
taken as the barometer of returns on short-term capital in 
this country. The rate may be treated as representative of 
rates charged for cash-credits and ordinary loans as well. 
These forms of accommodation offer certain advantages 
which have reduced other forms of accommodation like 
discount of bills, etc., to insignificant proportions in the 
assets of Indian banks.f 

(2) The Imperial Bank Hundi rate is the rate at which 
the bank discounts first class trade bills. Till 1935, the 
law restricted the maturity of these bills to 3 months. A^ 

* P. M. 'nible. Chqitcr VI. "Money R«t«i uid Money MwkeU in tlie V. 8.'\ by Blefltt. 
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a matter of practice, the maturity of bills discovmted 
averaged to about 60 or 61 days.* 

Since the bank can terminate a demand loan, usually 
with some notice, one should expect the hundi rate which 
is based on an assured investment for a certain period 
to be, if at all, above the rate on demand loans. As a 
matter of fact, the hundi rate, although it moves generally 
in sympathy with demand loan rate, is found to be some¬ 
times above it or below it.”$ 

(3) The call money rate is the rate for surplus money 
seeking investment for possibly a minimum period of 
24 hours. Call money is repayable at the option of either 
lender or borrower. In London, call loans are given only 
on security. It is the practice in India to limit these loans 
to first class parties without demanding any secxurity.t 

Call money is used in India for purposes of dealings in 
the bullion markets and stock exchanges. It is probable 
that loans for stock exchange purposes are more important 
in Bombay than in Calcutta. Even in Bombay, the volume 
for these purposes does not reach more than a modest 
size.t Call money figures prominently in interbank loans. 

Call money ratesf jnove geaierally in sympathy with 
the rate for demand loans. They are apt to rise very high 
and on occasions, equal it even. In the busy season, call 
money is sometimes unavailable at any rate while in the 
slack season it falls below short deposit rates, losing all 
touch with the Imperial Bank rate for demand loans. 

(4) Bazar Bill rates are the highest rates in the Indian 
money market. They are charged on bills which are 
discounted for snuill traders by shroffs. The rates are 
lower in Bombay than in Calcutta. This is probably due 
a closer association of shroffs with the banking system 
in Bombay than in Calcutta.§ 

* Q 0590. IMQnutes of Evidence, Young CommiMion. 

raa, 578 Banking Inquiry Committee's Report. 

$ Pantf 580 Banking Inquiry Committee Report. 

t Mimrtes of Evidence, Hilton-Young Commission (M. S. M* Gubbay Bsa.) Qs 12508 to 
12504. Para, 580. Banking Inquiry Committee Report. 

t Pahi, 577 Banking Inquiry Committee Report. 

t TaWe vm, 

I TaUe VIII. 
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Our analysis suggests the conclusion that the only 
relationship which exists between different money rates 
in this country is such as arises out of basic economic 
facts like seasonal variations in demand, general Portage 
of capital, etc. There is no precise definiteness about their 
inter-relations such as exists in the advanced money 
markets of the world. The indefiniteness may be trapeable 
to several causes: absence of a sense of common interests 
in the banking community, the lack of an effective central 
currency and credit authority, impediments in movements 
of capital, etc. 

Agreement and convention among bankers regarding 
the articulation of rates have a very precise economic 
objective. Taking the bank-rate as representative of short 
rates in general, convention seeks to establish definite 
margins between different open market rates and thus 
eliminate the danger of unhealthy competition. The 
margins are not arbitrary but bear a fairly accurate 
relationship to the costs of different kinds of investments. 
The margin between deposit-rates and bank rate prevents 
any tendency to grab deposits and assures banks a margin 
of reward commensurate with their costs. The rates for 
bills and call loans are essentially rates for surplus funds 
or funds which are to be invested in such a manner that 
they are almost equivalent to cash. These rates tend to 
fall almost to the levels of deposit-rates with a bare 
margin sometimes for costs. From the standpoint of the 
control of the money market, the regulation of these rates 
is much more important than the definition of the relation¬ 
ship between the bank-rate and the deposit-rates. The 
bill market and stock exchanges into which these funds 
flow very largely are very sensitive to changes in interest- 
rates. Ihe control of credit acquires quickness, momentum 
and effectiveness when exercised through these parts of 
the economic structure. Their ultimate effects on other 
parts of the structure are apt to be uncertain and at best 
tardy. As for advances, the tradition in London has been 
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a rate > 1 per cent, above the bank-rate with a minimum 
of 5 per cent, in all circumstances.* 

The absence of convention in India is perhaps best 
illustrated by the indefinite relationship between the 
Imperial Bank’s rate for demand loans and its himdi rate. 
As the security behind a demand loan is as good as that 
supporting a trade bill, the demand loan rate shoiild be 
a little lower if the average period of such loans falls 
short of 60 or 61 days or a little higher if the period 
tends to be longer. Actually, the rate is sometimes above 
and sometimes below the hundi rate. Such indeiiniteness 
contributes an element of uncertainty as to the best lines 
along which credit instruments and practices could develop. 


Call loans are prized abroad because they serve as a 
second line of protection after cash. Rates in a market 
like London are fixed in a definite relationship to the 
bank-rate because if loans are not forthcoming from com¬ 
mercial banks, the bill market can always turn to the Bank 
of England for discoimt at its rate. In India, call loans 
are essenticdly loans out of surplus funds in which large 
variations occur according to seasonal tightness or slack¬ 
ness. The only alternative to call loans is maintenance 
of larger cash which earns no return or lock-up of funds 
in advances or securities which on the average earn much 
less than demand loans. When funds are released by 
cessation of seasonal demand, rates on call loans are 
governed by the simple principle that some return is 
better than no return and that investment should be of 
such duration as will release funds for use when the bu^ 
season returns. When call loans become scarce, borrowers 
have no alternative source to appeal to as in London but 


• The automatic character of these rates is well illustrated hy figures for two consecutive 
days on the eve of the present war. 

LONDON. 

August 28,1989. August 24,1989. 

Bank-Rate ... ••• ... 2 4 

Discount-Rate 

60 Days. 7/8 8 8/4 

8Blonths ... ... 1 8 7/8 

6 Months . fi~2i 4|--6 

Treasury Bins 

8 Months . 7/8—1 8 7/8 

Loans-Day to Day ... ... I—1 

M Snort-Loan 


D^KMit-All^anees 
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must put up with whatever levels these rates reach in 
sympathy with the demand loan rates. 

The Gross Rate of Eamiii£ of Banks generally* 

Although we have no record of rates charged to 
customers separately, we are fortunate in having some 
indication of the levels of open market and customer’s 
rates put together. Important banks publish figures which 
enable us to obtain rates of earning per cent, of funds 
at their disposal. The rate of earning does not represent 
indeed the full cost paid by the public for the use of 
banking funds. The resources of which gross earnings are 
expressed as a percentage include ca^ which is not lent 
out at all. This means that the actual cost paid by the 
public for funds lent out is a little higher than this per¬ 
centage. Investments which are composed largely of 
government securities and into which a large proportion 
of bank funds finds its way present another difficulty. 
The gross rate of earnings represents on the whole the 
minimum level above which the public has to bear on the 
average a certain surcharge for banking acconunodation.t 

The earning rate of the Central Bank which is generally 
the lowest for the banks for which we have figures 
demonstrates again the high profitability of short-term 
finance in this country. The “ bank rate ” of the Imperial 
Bank and the Central Bank’s earning rate do not maintain 
indeed a definite relationship. According to monetary 
conditions and cyclical influences, the Central Bank’s 
earning rate is sometimes above and sometimes below the 
“bank rate.” During the war years, when money was 
abundant, if not wealth, the rate fell below the “bank rate.” 
From 1920 to 1927, when the world was generally suffering 
from very high interest-rates, the rate of earnings moved 
on to a distinctly higher leveL In the few following years, 
it fell below the “bank rate” but after 1933, since 
customer’s rates have always a rock-bottom level, the 
earning rate once more rose above the “bank rate.” 

* See leet-Mte tp m «iid t P* SM. 
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The rate on short-term finance charged by the Central 
Bank could not be lower than that of the Imperial Bank. 
If its gross earning rate falls below the Imperial Bank’s 
rate for demand loans it must be because of lower 
customer’s rates or lower yield of investments. 

The facts are materially different with the other three 
banks. These banks operate in areas of high rates in general 
and perhaps, the high deposit-rates they offer may be a 
factor in inducing them to seek business of a somewhat 
different kind. The earning rates of all of them are higher 
than the bank rate. Till 1933, the Punjab National Bank 
was content with a margin of less than 1 per cent. There¬ 
after with the fall of short-rates, the margin expanded to 
about 2 per cent. 

Till about the end of the Great War, the Allahabad Bank 
kept its earning rate lower than the bank rate. There¬ 
after, circumstances seem to have forced the bank to 
revise its standards of acceptable business and its margin 
above the bank rate has been perhaps higher even than 
in the case of the Punjab National Bank. 

The Indian Bank of South India has the highest earning 
rate and the highest rates charged to the public in India.* 
From 1910 till 1931, its earning rate has been well above 
6i per cent, and has on occasions exceeded 7 per cent. A 
margin of more than 1 per cent, and sometimes even 2 
per cent, was very common. In the depression years, the 
earning rate fell a good deal but never below 3^ per cent. 
—^the margin above the demand loan rate of Imperial Bank 
being more than maintained. The margin between its 
average deposit rate and its earning rate has been generally 
more than 2^ to 3 per cent, and even higher on occasions. 

* Tidbl* vm. 
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TABLE VII 



Yield on 8| percent 
Govt. Security on 
April Ist. 

Average Rate on fixed 
and Current Deposits. 

Central Bank. 

Average 

Bank 

Rate 

Average Rate of 
Earnings. 

Allahabad 

Bank 

p 


Central Bank 
of India. 

Average Rate 
on Fixed 
Deposits 

Average Rate 
on Current 
Deposits 

Allahabad 

Bank. 

Puiriab Na¬ 
tional Bank. 

Indian 

Bank. 

Central Bank 
of India 

1010 

8.7 



8.88 







5.60 


1011 

8.6 



8.05 







6.70 


1012 

8.6 


8.12 

8.60 




111 


6.57 

6.44 

4.12 

1013 

8.6 

4.1 

5.07 

4.75 

2.12 



6.24 

5.6 

7.50 

8.68 

18.0 

1014 

8.6 

4.4 

4.05 

4.78 

6.6 



5.58 

6.1 

8.14 

7.08 

7.14 

1015 

8.8 

2.5 

4.02 

3.62 

8.88 



6.65 

5.8 

5.80 

6.05 

5.47 

1016 

4.3 

8.4 

8.77 

8.00 

2.45 



5.66 

5.2 

6.24 

6.68 

4.18 

1017 

5.1 


4.80 

ESS 




6.76 


6.00 

6.48 

8.58 

1018 

5.8 

2.5 


8.00 

8.48 



6.47 

6.0 


6.88 

5.81 

1010 


8.6 


8.28 

2.00 



5.92 

6.2 


6.88 

4.17 

1020 

III 

4.0 



4.28 



5.07 

7.0 


7.56 

6.71 

1021 

6.2 




8.06 

5.20 

2.56 

5.57 



6.54 

5.86 

1022 

6.4 

2.8 


4.12 

4.28 

5.68 

2.45 

5.81 

8.2 


7.08 

6.88 

1028 


4.7 


8.78 

4.18 

5.62 

2.82 

5.06 

6.6 


7.56 

6.01 

1024 


4.0 


4.18 

4.78 

6.58 

2.46 

6.68 

8.4 


8.02 

7.04 

1026 


4.4 

4.77 

4.02 

4.14 

5.82 

2,25 

5.64 

6.5 

6.87 

7.87 

6.10 

1026 


4.0 

4.60 

8.05 

3.63 

4.06 

2.17 

4.82 

6.0 

6.40 

5.81 

5.45 

1027 

^9 

5.4 

4.06 

8.20 


5.40 

2.30 

5.72 

7.8 

6.76 

5.78 

5.77 

1028 

4.6 

6.2 

4.50 

5.50 

8.08 
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6.10 

7.1 

6.48 
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2 58 
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5.90 
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8.08 
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2.42 
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5.7 
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8.1 

6.06 
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4.58 
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TABLE VIII 

lodian Money>Rate Per Gent 


(Figures in Brackets indicate the approximate number of months for which the 
particular rate prevailed). 


Years. 


Yield on 8i 
(>ovt. 

Security on 
April Ist. 


Bank- 

Rate. 


Call-Money Rates. 


Bombay 


Calcutta. 


Imperial 

Bank 

Hundi- 

Rate. 


Basar Bill Rate. 


Calcutta. 


Bombay. 


1922 ... 

6.4 







1928 ... 

8.7 







1924 ... 

8.2 







1928 ... 

8.1 

7(5) 5(4) 

8(8) 

U to 21(6) 

4J to 5i(6) 
7(4) 

10 to 11(9) 

81 to 10 (7) 

1926 ... 

4.7 






1927 ... 

4.4 







1928 ... 

4.6 







1929 ... 

4.9 

7(5) 8(4) 

lito 8(6) 
6(8) 

*1(4) 

5 (4) 

7(4) 8(4) 

IX(7) 10(8) 

0 1/16 (4) 

8 5/16 (2) 

1980 ... 

8.1 

...... 






1981 ... 

8.5 

7(5) 6(4) 

8 to6|(9) 

4 to 4H8) 
8(4) 

7(5) 8(8) 

7 to 8(8) 

8-4(4) 

6-7(0) 

1982 ... 

8.7 

4(5) 6(3) 

1 to 2(5) 

1 to 2(6) 

4(6) 8(8) 

5 to 7(8) 

7 to 8(7) 

8-4(8) 

6(4) 

1988 ... 

4.8 







1984 ... 

8.9 







1988 ... 


8M11) 8(1) 

1 (6) 

2 to 8R6) 

81(10) 

6 to 7(4) 

81(6) 




1(8) 

i to 1(6) 


8-6 (4) 

8 to 4i(4) 

1986 ... 

8.8 

8 

i(6) 

1(2) 

1(6) 

1(8) 

8 

5 to 6(12) 

8 8/8 (6) 
8n4)“ 

1987 ... 

8.6 

8 



8 



1988 ... 

8.8 

8 

1(8) 

1 
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8 

T>8 (6) 

6/T (6) 
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CHAPTER IV. 


THE IMPERIAL BANK OF INDIA 


The idea of a central bank or a great state-bank for 
India is a very old one.* The first tentative effort towards 
the goal was, however, delayed till 1921 when the three 
Presidency Banks with their 68 branches were amalgamated 
into the present Imperial Bank of India. The amalgama¬ 
tion was largely the outcome of a rapprockement on the 
part of the banks themselves to whom the events and 
experiences of the Great War brought a new and broader 
outlook on the banking problems of the country. Their 
informal but profitable co-operation during the war coupled 
with the fear of an invasion from London banking interests 
gave them a keen realisation of the commonness of their 
interests. The intimate touch established between them 
and the Government in meeting the imusual circumstances 
of the ,war reinforced the same conviction. There was 
also the pressure of publi c opmiop which saw in such an 
amalgamation a great instnunent for the extension of 
banking facilities in the country. 

The Preiudency Banks 

Prior to the Presidency Banks were directly 

cont rolled by Government and had to work within certain 
restrictions impost on them by their charters. Along with 
other private banks, they enjoyed the valuable right of 
note-issue.t 


In 186^. they were deprived of their right o f 
although they continued to manage the new government 
note-issue as agents to Government. As compensation for 


* Sm foot-note t P* ^ P* 4. 

. ^ t The Bank of Bengal founded In 1800 was for eaumple reetrioted In the foUowing ways 
A^aaoe to an faidividual ootdd not eaeeed 1 lakh ana to Government 5 lakhi. Intereet 
chaM^ waa limited to a maidmtim of 18 p.o* ooiteiDondlng to a efanflar minimum of 5% in 
EUmkIm. CaihMerva mm to be a| leaat l/8rd ii demiM-Uabllitjee widle total Uabitttiea*-^ 
depoalta and nolea—were not to exceed the capital which waa 80 lakha. In 1828, Gie note* 
me WM M a maximum of 8 mmm and caaik'ieaefvea at a mtalmum of one-fomth of 
demand^IiabiMtiea. Ial8W« the dbaiter m»d maximum advance to an individual at' 8 laklia 
and cmrency of a loan at 8 montlu. aMUtity prefcitbed waa two un-conneeted peraoiia« 
BiOa diaoounted miiat be payable In India 
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the loss of their valued privilege, they were freed from 
many of the old restrictions on business and were given 
the use and management o f gqv e rnment bala nces. In 1866, 
the Government themselves assumed the management of 
the paper currency. 

The danger of these relaxations of law were speedily 
illustrated by the behaviour of the Bank of Bombay. 
Apart from negligence or incompetence of the Presidents 
and Directors of the Bank, the abuse of powers given, by 
Act X of 1863 to the Secretaries, the absence of sound 
legal advice and assistance, etc., the chief cause of the 
failure of the Bank undoubtedly lay in the legal changes 
made after 1862. The Bank of Bombay Commission which 
inquired into the whole lamentable episode put the point 
in quite an emphatic manner. “It may be,” they wrote, 
“that the old Act was unnecessarily restrictive but that 
did not justify the removal of all restrictions. . . . They 
opened the door to great laxity of practice and a ruinous 
system of banking, and were in fact the chief cause of 
the Bank’s failure.” 

The Presidency Banks Act of 1876 restored substantially 
the old restrictions, prohibiting the Banks from conducting 
foreign exchange business, borrowing or receiving deposits 
ip^^bIe‘"bul~or7Tnc[i'a, from lending for a lo nger period 
than six month s, or upon mortgage or on the security of 
immovable property or upon promisory notes bearing less 
than two independent names, or upon goods, unless the 
goods or titles to them were deposited with the bank as 
security. The government balances at the disposal of the 
Banks were strictly limited. At the same time. Govern¬ 
ment sold out their share holdings in the Banks and 
ceased to appoint official directors. 

The only notable change in the long period which ensued 
till the amalgamation of 1921 was the increase, during 
the Great War, of government balances at the headquarters 
of Presiden<^ Banks, the object being to assist the money 
market in its periodic stringencies. 
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The Imperial Bank of Indian 1921>1934 


Under the amalgamation scheme, the paid-up capital of 
the new bank was increased |from 3} crores to about 6 
crores, raising the ratio of capital and reserves to total 
public and private deposits from 9*6 per cent, in 1920 to 
13 • 7 per cent, in 1921.* 

The public character and responsibilities of the Bank 
were secured in no imcertain manner. The Managing 
Governors, not exceeding two in number, were to be 
appointed by the Govemor-General-in-Council. Besides 
the Managing Governors and the representatives of Local 
Boards, the Central Board which was the controlling 
authority was to include the Controller of Currency or 
some other comparable officer and four or less non-officials, 
all at the nomination of the Governor-General. The 
Governor-General was empowered to issue instructions 
to the Bank with the specific object of safeguarding 
government balances or the financial policy of the Govern¬ 
ment. The Controller of Currency or the officer nominated 
in his place was to act as the watch-dog of the Government 
and in aforesaid matters, could exercise a suspensive veto 
pending final decision of the Govemor-General-in-Council. 

An agreement between the Bank and the Secretary of 
State re-defined in certain material particulars the business 
of the Bank. 


The management of the public debt as hitherto and all 
the general banking business of the Government of India 
were vested in the Bank. The Bank was to hold hereafter 
all the treasury balances. The Government agreed to 
transfer funds for the Bank through Currency free of 
charge and discontinue the issue of currency transfers or 
supply bills in all those places where the Bank existed 
to serve the public. The Bank was now allowed to open 


* (F%tivei in erarw.) 

Autbotlwd Capital 
Md*up Capitat 
HcacfreFimd 
Bepoalts 

Govanmient-Balaiioea 


PHor to AxnaJigamation. PBat^Amaigamatlon. 


IMl. 


7% 


January 1921. 
Hi 
68/5 
8 8/4 
T8 2/6 
ro/ia 
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office in London but it could not open cash credits for, or 
receive deposits from anyone other than its old clientele. 

In return for all these valuable privileges, the Bank 
undertook to open within five years ^00 new branches, of 
which the Government was to determine the location of 
one in Jaur and further, to give the public facility for 
transfer of money between its offices at rates to be 
approved by the Controller of Ciirrency. To no part of 
the Imperial Bank Act of 1921 did public opinion attach 
^eater importance than this undertaking to extend banking 
facilities. Tlhe) presence 'of a bank whose position and 
stability were beyond all doubt and which could keep their 
cash balances was expected to have a very uplifting effect 
on local banks. The management of work connected with 
government securities at each local branch, instead of at 
the headquarters of government as formerly, was expected 
to stimulate interest in productive investment and in 
banking generally. 

By March 1926, the Bank fulfilled its legal obligation to 
create these new branches. Of 102 new branches, 36 or 
about l/3rd were located in places where there was 
previously no bank of any kind. As many as 89 were 
located in places where there were government treasuries 
or in other words, government balances to be taken 
possession of. 

/ Schedule I to the Act of 1921 defined the business of 
the Bank both positively and negatively in two separate 
parts. One part set forth the business which was abso¬ 
lutely prohibited to the Bank. The other part indicated 
the business which the Bank was permitted to undertake. 

The existence of special laws and charters throughout 
their history prove that the Presidency Banks and their 
successor, the Imperial Bank of India have held and been 
meant to hold special status and fulfil special functions 
in the banking structure of India. Laws and charters have 
however aimed at two q}ecific objectives only, th«» gafa- 
yiarding of public funds and the extension of haniriwg 
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But more peremptory than the force of law was 
the pressure of actual needs and circumstances which 
tended gradually but surely to widen the public character 
and responsibilities of the Bank. In this continuous 
growth, a critical stage was reached when the Hilton- 
Young Commission of 1926 raised the question of a Central 
Bank for India as the next logical step in the organisation 
of currency and credit. It was inevitable that for this 
purpose, all eyes should turn, in the first instance at least, 
to the Imperial Bank as the instrument most easily 
available at hand. But to the Hilton-Young Commission, 
it seemed an unquestioned and imquestionable presump¬ 
tion that centra l banki ng functio n and commercial b anking 
activities could not and should not go, together. To 
mantle the Bank of its commercial functions was in its 
opinion to arrest the progress of the country in the one 
sphere in which progress was most urgent and vital.* The 
creation of the Reserve Bank of India in 1935 gave effect 
to this conclusion and closed, so far as law can close, 
future growth of the Imperial Bank along these lines. But 
as history reveals again and again, practical necessities are 
apt to overbear and in the end dominate the limitations 
of mere laws. Despite the Reserve Bank Act of 1934, the 
Imperial Bank holds and must continue to hold a unique 
place in the banking system of this country. The causes, 
outside, if not inside, the framework of law which gave 
it this unique position have not yet ceased to operate and 
it would be hardly surprising if the course of evolution 
gradually led it into a position not contemplated by the 
framers of law. To analyse these causes is to analyse the 
manner and character of the past and present working of 
the Bank to which we must now address ourselves. 

Size and Power of Imp«riai Bank 

By its size alone, the Imperial Bank has been well 
situated to exercise great power over the credit structure 
J>f the , co untry. Its private deposits have amounted 
general^ to one-thifd of the aggregate deposits of banks 
• ncpoth Pwm, vr, M. 
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in India. By 1926, it had more than twice as many 
Ihranches as all exchange banks put together and as com* 
pared with Indian joint-stock banks, it had more than 
one-third of theirs. A bank with such enoimous resources, 
expanse and clientele could always be sure of forcing 
others to follow its lead, when such lead was in conformity 
with operative circumstances. Its rate changes and 
policies could be depended on to attract or repel as 
circumstances required borrowers on a scale which was 
sufficient to put the necessary pressure on other banks.* 

This great position of the Imperial Bank has been built 
largely no doubt on the basis of its special connection 
with the government of the land. This connection gave 
it comman^"bver*a large and dependable volume of public 
funds which were of especial use in the early stages of 
its career. But more decisive than the funds themselves 
was the general confidence arising out of the belief that 
the government were deeply concerned in and could be 
trusted to take measures to ensure, its stability and 
solvency. 

The great drawback of periodic withdrawal of large 
funds from the market into government treasuries was 
not abolished however, at a single stroke. Although the 
Imperial Bank and before it, the Presidency Banks were 
entrusted with government balances, the assistance to the 
market was limited at first to certain maxima and even 
after the maxima were abolished, to those places only 
at which these banks had their branches. With the growth 
of the branches of the Imperial Bank, government funds 
began to flow into the market in a larger and larger 
volume. Government on its part made efforts to reduce 
the amounts kept at out-stations by instituting currency 
chests at sub-treasuries and transferring surplus funds 
there to these ciurency-chests against a corresponding 



* Total Depofits. 

Peioentage of Depoeita of 

Peroentaffe Private 


(Private; in croree.) 

Imperial, Exchai^ Biff 
Five Indian Jomt-Stook 

Deposits of Inwerial 
Bankto l&ta^ 



Banka. 

1914 

87 

01.8 

48.8 

1020 

226 

84.4 

84.4 

1080 

212 

90.0 

86.0 

1084 

227 

86.1 

82.6 
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transfer from Currency Reserves at the headquarters to 
their balances at the Imperial Bank.* 

On this point of size and power, the Imperial Bank invites 
comparison most appropriately with Banque de France 
which throughout its long history has combined, and combin¬ 
ed effectively, central banking with commercial functions. 
Leaving aside Caisse des De’pot et de Consignations which 
manages public funds, savings bank deposits, post office 
cheque accounts, etc., and the Banque d’Affairs which are 
mainly industrial banks, the Banque de France held less 
than a quarter of the banking resoiutces of the country. 
The six big deposit banks of Paris with their affiliates 
alone claimed more than twice the deposit-resources of 
the Bank de France. Yet, through its 600 and odd 
branches and about 4 lakhs of accounts, the Banque de 
France is able to make its lead and power felt throughout 
the country.! 


Conflict of Commercial and Central Banking Functions 

While the size and resources of the Imperial Bank gave 
it a ntural leadership of the Indian banking system, it 
was a matter of doubt to many whether an ordinary com- 


* (In Lakhs.) 

Average Blonthly 

Average Month-end Balances 

Percentage 

Balances at Treasuries 

with Presidency or 
Imperial Bank.f 

414 

Private 

and Sub-Treasuries. 
1911-12 1.880 

1912-18 

1.901 

481 


1918-14 

1.909 

860 


1917-18 

1.248 

1.282 


1918-19 

849 

1,081 


1919-20 

679 

1.187 


1920-21 

628 

1.261 


1921-28 

809 

1.891 

10 

1922-88 

400 

1.828 

28 

1928^24 

840 

1.661 

12 

1924-28 

898 

8.087 

10 

1928-28 

867 

1,688 

7 

1926-27 

240 

1,919 

9 

1987-28 

280 

1,086 

10 

1928 


11 

1989 


**«.«• 

11 

1980 
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mereial bank could be trusted to dscharge these responsibi- 
, lies in a loyal manner. A commercial ban k must exist first 
"^and last for making the largest profits while a central 
bank has on occasions to forego jjrolit in the interests 
of the country at large. When an incipienTlTooin has 
lo be’cirecKed, a commercial bank may well be disinclined 
to incommode its customers and to diminish its profits by 
advancing its rates earlier than its competitors. Still 
greater is its embarrassment in an obstinate depression 
when the rate may have to be reduced below the economic 
level. The same unpleasant choice confronts it with 
regard to open market operations. When rates are rising 
in the course of a boom and securities depreciate in 
consequence, the central bank has often to sell off these 
low-priced securities to stave off a serious crisis. When a 
depression sets in with low rates and high security prices, 
the central bank has to buy these very securities to 
increase the cash basis of banks and induce lending. The 
dilemma is resolved in the case of most central banks 
by statutary or voluntary limits and checks on their rates 
of dividend. 

Firstly, as regards the bank’s obligations towards its 
customers . The rate of a central bens' is effective 
less by its level, which must always maintain touch with 
market-rates, than by the conditions of eligibility attached 
to it. Except in England, the declared rate is a minimmn 
rate for bills of certain stringently defined qualities and 
length but the bank’s established customers can always 
take to the bank bills of other qualities and length and 
obtain funds at almost the usual rates. As for advances, 
the rates are always subject to a certain minimum below 
which the banks hardly ever descend. It seems unlikely 
therefore that a commercial bank engaged in central 
banking functions will be embarrassed in regard to its 
usual customers. 

Even then, it must be admitted that not every country 
is equally wdl situated to attempt a combination of 
c^tral banking and commercial banking funetioos. ^e 
Banque de France is an excellent aeample of how policy 
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and circumstances may conspire to bring about a happy 
combination of this kind. With few sensitive elemcfnts 
in its export trade and with a perpetual need of flndilig 
investments for surplus savings abroad, French economy 
is well suited to run on an even keel, not much disturbed 
by economic changes in the outside world. The Banque 
de France improves on these advantages by a policy which 
aims at acctunulating immense gold reserves against its 
enormous note-issue and by using them tceefy to aid foreign 
central banks in difficulties no less than to meet internal 
demand for hoarding or export. These basic economic 
facts and the banking technique reared on them find their 
objective expression in the exceptionally stable rates which 
mark French monetary conditions. Between 1898 and 1914, 
the Swiss National Bank changed its rate 56 times; the 
Reichsbank, 62 times; the Bank of England, 79 times. But 
the Bank of France found it necessary to change its rate 
only 14 times. 

The position of India is materially different. There are 
many sensitive elements in our export trade and with the 
distribution of economic power as it is, our imports are 
relatively inelastic as experience has indeed demonstrated 
again and again. Our obligations to foreign investors on 
private account are large and our obligations on public 
accoimt, although less in bulk, link our taxation-system to 
our monetary system.* Until these obligations are mate¬ 
rially reduced or abrogated, the maintenance of an export 
surplus comparable with the volume of these obligaticms 
must be the main concern of our monetary authorities. In 
other words, co-operation with our foreign markets and 
foreign creditors must be our goal rather than monetary 
autonomy on French lines. Whether and to what extent 
co-operation can be distinguished from mere submission to 
the lead from abroad is a delicate pcfint which involves 
consideration of our political reiati<ms with the largest oi 
our creditora* namely, Great Britain. 

To take t^ the next point regarding the ^ses whi«^ 
involved in . the discharge of omitral bttdd^ functions. It 
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iftjm point worthy of close inquiry whether such losses are 
mot more than counterbalanced by the interest-free funds 
of;govemment and the compulsory deposits of commercial 
banks with the central bank. In the 7 years 1921-22 and 
1827-28, the average month-end balance of government 
funds with the Imperial Bank was about 16*6 crores. During 
the years 1935-36 to 1937-38, the average deposits of schedul¬ 
ed banks with the Reserve Bank of India were in the 
nei^bourhood of Rs. 26 crores. It would be a moderate 
estimate to place the average interest-free balance available 
to a central bank in India at about 40 crores in round 
figures. At the average net profit rate of the Imperial Bank 
for the years 1935-1936, this shovild give the Bank an annual 
income of about 58 lakhs or about half the net aggregate 
profits for these years. This is surely more than a generous 
margin for any losses which a bank could incur in the 
critical stages of a boom or depression. The steady dividends 
of most central banks of the world are convincing proof 
that central banking is not incompatible with good profits. 
High Liquidity of Imperial Bank Assets 


Design and practice combined to give the assets of the 
bank a degree of liquidity worthy of a central bank charged 
with the duty of aid to banks in difficulties and the manage¬ 
ment of the note-issue and legal tender of the country.* 
Legal stipulations regarding the duration and security of 
loans and bills prescribed as early as the law of 1876 are 
almost the same as in the charters of many central banks 
like the Bank of France. The practice of the bank was 
indeed even more conservative than the law itself. While 
the law allowed bills a maximum maturity of 90 days, the 
actual maturity of bills discounted was on the average 60 
days only.* In the absence of a sufficient quantity of bills, 
loans were kept within strict bounds while cash credits 
Which are terminable on demand were gmerally twice in 
volume and in adverse days, much more. Advances on 
security of one name were the exceptimi rather than the 
nde.t . 


• IMS# ntws-x. . ' 


One-ntmt 



THE.lMPEIlIij|£ BAJIX 1NI>XA 


85 


Of course, an even higher degree* of liquidity is conation 
among tiie .central banks of the world. Although the law 
fixes 90 days as the maximum matui^ for ordihary Mils 
and 9 m(mtha for agricultural bills, the average maturity 
of bills actually discounted by the Federal Resinwe 
did not exceed 8 days in fairly normal years like 1^5 and 
1926. The practice of the Bank of France with its direct 
discounting for individuals and concerns is even more rele* 
vant and illuminating. From 1927 to 1934, years of great 
strain and stress, the average maturity of bills discounted 
was only 18 days in 1927 and though it rose subsequently, 
the maximum reached was only 33 days in* 1933. It must 
however be remembered that bills are more abundant in 
the United States than in India and that in France, they 
are the chief outlet for bank funds. 

Profit and Loss Account. 

Analysis of profit and loss account makes it clear that 
inspite of restrictions of law, there was a most generous 
scope for profitable business. The margin of profit was 
always so large that any reasonable restrictions imposed 
in the interests of central banking were not likely to make 
the bank less profitable for the existing sheure-holders or 
prospective investors.* 

Barring the Indian Bank of Madras in which province 
highest rates prevail as a rule, the Imperial Bank has 
alwiQTs had the highest rate of gross profits of which we 
have any record. Till 1932^ the rate rarely fell below 3*25 
and was usually at least 1 per cent, in excess of the next 
best rate earned by the Allahabad Bank of India. Even 
after 1932, altiiough the diflearwices narrowed among Indian 
bank% the rate ai the Imperial Bank did not fall below 
2-SO. ■ r s. 

Its expense ratio however has b^ midwiQr between the 
most economically and the leaet eeondfiiieally^ ruh Ihdkn 
banks. :^e^ ratio'sliWed a tendleii^ ^to rise hi the jwks 
Wiot hni tmt m m 

defined tit a signUleaM tnamaiw. :A mm # 
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Bi^iKaisation, etc., is likely to prove a more permanent 
ial^ence on this ratio than economy expedients improvised 
to. meet recent difficult years. Some justification for this 
b^ef is found in the proportion which salaries bear to the 
aggregate expenses of the bank. Of the large gross profits 
it earns, larger per unit than in the case of any other 
important bank, as large a proportion as 35 to 40 per cent, 
is spent on salaries. Its expenditure on salaries compares 
favourably only vdth that of the Allahabad Bank of India 
whose rate of gross profits stands next to the Imperial 
Bank’s. The fraction shows a remarkable stability from 
year to year but may be expected to fall as the employmait 
of foreign skill and direction is discontinued. 

Its rate of net profits is more decisive on the point we are 
seeking to establish. The rate for the Imperial Bank 
is easily the highest among those for which we have any 
record. Always more than 1*60 per cent, of resomces 
employed, even the last depression could not reduce it 
below I'lO. As a percentage of capital and reserves, which 
themselves have always borne a steady and high ratio to 
deposit-liabilities round about 13 to 14 per cent., net profits 
are well above 10 per cent, as a rule.* 

Imperial Bank and Competition with other Banks 

No argument weighed so much in favour of the creation 
of a new institution as the fear of the incompatibility 
between competition in business and national leadership. 
Limitation of profits is no doubt one obvious means of 
reconciling the two. Restrictions on business such as the 
Presidency Banks and the Imperial Banks have always had 
totctmformto, is a still more direct means of attaining the 
sanm objective. But far more important than legal prohibi¬ 
tions and restrictions are tradition and habits growing out 
<^. ngtmral , evolution. We must examine how far past 
hiftoiy vrfie tending to fit the Imperial Bank for such a role. 

Naffoncd leadership d^>ends on twufact<x». It may grow 
(nit;o|(a historieel mtvirmunent .of mutual hmsi and habRe. 

inli^^fnid.tio^raticn. The .|prowth of giwb an environ* 

•Tabtoxxxm 



THE 




UAL BANK 07 INDIA 


87 


molt may be initiated or facilitated the manner in 
which the executive of a bank is oaistituted. The two, 
allhough interdependent, deserve to be analysed separately. 

It appears that the competition of the Imperial Bank 
became a source of constant complaint only after the 
amalgamation of 1921 and the subsequent creation of 
branches. The Allahabad Bank, in particular, was loud in 
its out-cry before the Hilton-Young Commission. It was 
on record, however, that out of 88 new branches created 
by 1926, as many as 75 were located in places where no 
bank had any branch before. The new branches com¬ 
peted with the Allahabad Bank in 12 places only and 
even among these 12 places, there wese at least 4 in 
which the Allahabad Bank was already confronted with 
competition from the Alliance Bank of Simla.* 

It is difficult to set any narrow or definite territorial 
limits to the effective influence of a new branch.t This 
influence is apt to extend far beyond the town or place 
in which the bank-branch is located in the physical sense. 
A range as wide as 100 miles roimd-about was mentioned 
as the radius of this influence.** There was perhaps an 
element of exaggeration in the statement. It is never¬ 
theless necessary to ascertain how far the Imperial Bank 
gave any reasonable grounds for complaint on the score of 
imfair or uneconomic rates. 

Unfortunately, ffie Imperial Bank does not public 
figures of its total earnings like some other banks. It is 
not, therefore, possible to compare its rate of earning per 
unit of funds employed with the rates of other banks. 
Its gross profit rate, a$ we have already recorded, is the 
highest in our table and is apt to stand above the next 
hij^est rate, nsmely, that of the Allahabad Bank, by an 
impressive margin. The gross profits rate inay be high 
either because the Imperial Bank is able to diarge very 
high rates or because it has to ^y a rdativdl]^ iower price 
for the* iimdB‘ it'obtains.' Sittce^ one'of 

imfaifbcoBiiMSitioii'idp buailisssi 4t 'is tiear that rateii of 

• <a. MtMtiWMt 'itwoiBiKi. m nuVkim o»i»irtiiii»iii[; 

t MS. Op. »nM( iMMi * .■'•r ^ ' 



88 


MQi«5RN BANKING IN INDIA 


the Imperial Bank are alleged to be uneconomically low. 
It was asserted before the Hilton-Young Ccunmission that 
when the Allahabad Bank quoted per cent.,, the Imperial 
Bank was found to be content with 5 per cent. The more 
usual difference between the rates of the two banks was* 
given out as ^ to 1 per cent.* 

There could be no complaint of unfair competition if 
the low rates which the Imperial Bank paid to its depo¬ 
sitors bespoke merely the confidence which the public 
reposed in the Bank on account of its better management. 
But the argument was that these low rates were due to 
the special privileged position of the Bank. Vast funds 
free of interest were placed at its disposal in the course 
of the management of government revenues and expen¬ 
diture or the public debt services. Besides, Government 
transferred funds for the Bank through Currency free of 
charge. These privileges, it was suggested, enabled the 
Bank to offer accommodation to the public at uneconomic 
rates and yet to maintain the highest rate of gross profits 
among Indian Banks. 

It will be recalled that except in the year 1922, the 
proportion of public to private deposits never exceeded 12 
per cent. For many years, it was much less than 12 . per 
cent.t Even if l/6th of the total funds it employed were 
assumed as free of interest, and the rates paid by the 
Imperial Bank on its other deposits were taken to be as 
high as those of the Central Bai^ of India, the former 
could not accoimt for an advantage in the gross rate of 
more than *6 to .'7 per cent. Actually, the difference 
between the gross profit rate of the Imperial Bank and 
the Allahabad Bank is much more thap 1 per cent, perhaps 
nearer to 2% than 1 %. It is self-evident therefore that the 
larg^ rise of its gross profit rate was due as mpch to its 
ability .to extract funds cheaply as to the fupds placed at 
its dli^K^ by the (Jrovemment. ,, 

It is also probable that a part of ittie mtplanation is 
to beiottndrin the composition of: !the^priv;Bte. deposit 

♦ MW I Mtoutdi <tf CoiBWiwInr » 
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liabilities of the Imperial Bank and other Indian banks. 
We have evidence for the Imperial Bank= only for the 
war years 1W8-17, lfil9 and the post-war year 1^. In 
these years, the Banks of Bengal and Madras showed fisted 
and savings deposits to be about 33 to 45 per cent, of allt 
d^osits. For the same years, the percentage for the 
Allahabad Bank was as hi^ as 77 per cent, for fixed and 
saving deposits. When we recall that even for the Central 
Bank of India, the average difference between rates paid 
on fixed and current accoimts is about 2*5 to 3 per cent, 
and that the Imperial Bank pays no interest on current 
accounts, the ability of the Imperial Bank to quote lower 
interest-rates on its loans is seen to be due not entirely 
to uneconomic competition.* 


It is rather significant that the loudest outcry has 
generally come from those areas where high interest-rates 
prevail generally. One such area is the Punjab and the 
United Provinces where the Allahabad Bank and the 
Punjab National Bank carry on their main business. 
Another such area is South India where the Indian Bank 
and a large number of small banks ply their trade. The 
relative level of gross earnings of different banks is a' 
good indication of the conditions amidst which these banks 
lend their funds. The Central Bank of India with its 
branches more or less evenly distributed in all parts of 
India may be taken as the type of banks which are neither 
mcceptionally favoured by hi^ interest-rates nor exc^- 
tionally prejudiced by low rates. Yet, the Allahabad Bank 
and the Punjab National Bank are able to maintain their 
gross earning rate at one per cent and more above the 
rate of the Central Bank of India. In the years after the 
crisis of 1929, the differences have widened still further in' 


favour of Ihe aforesaid two banl^, 2 t^d 3 per cent, b^ing 
^\iite (ibhiincin, '^e ram of thi^ ^dia^ 

ihu^ ah e!xce» 'of 3 E^r cent imd inore\eboye 
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C«ntnd Bank rate being quite common. This leads to the 
conclusion that while sporadic cases of a drastic use of 
its power by the Imperial Bank could be cited here and 
ther^ a general tendency to the lowerii^ of rates on account 
of the appearance of the Bank on the scene was but a 
natural effect of the aforesaid conditions and could hardly 
be a ground for legitimate complaint on the part of other 
h anks. * 

It is not sufficient merely to prove that the complaints 
of certain banks were not altogether well-founded. A 
bank which is moving towards the leadership of a banking 
system must actively foster and justify confidence in 
itself. As the history of the Bank of England proves, a 
tradition of such confidence is slow to grow and has to 
progress through much difficulty and misunderstanding. 
There is, however, some evidence that the Imperial Bank 
was slowly establishing for itself a somewhat analogous 
position. 

One great obstacle, perhaps the greatest obstacle was 
ignorance—ignorance on the part of the public as well as 
banks. This was well illustrated by the crisis of 1913. 
The Allahabad Bank found itself in an embarrassing 
situation because a rumour spread that it had asked for 
assistance from the Imperial Bank.t For a long time there¬ 
after, the Allahabad Bank made it a policy not -to borrow 
from any big bank to meet even temporary difficulties. 
Unwillingness to borrow from a rival on grounds of 
prestige is to be met with even in advanced countries like 
France. But backwardness of public sentiment is an 
additicmal difficulty in the adoption of what in other 
countries would he looked on as > normal and natural 
banking operations. 

‘Thini^ however tended to gradu^ improvj^paent with 
thet pt^ge. of time. In the twenties, qf me present 
century^' ihe ]^ngal National Bank had cisiu^' to ^ress 
gratitu^ fox ^e willmg assisUmce rendered by the 

* Qft 19061. ItouUi of Bvidenoc, HUtoii^Yoiwg OdnmMko^ 
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Imperial Bank. The special position of the Imperial Bank 
was brought into greater prominence by the events 
subsequent to the failure of the Alliance Bank of Simla 
Ltd., on 27th April, 1923. Acting under instructions of 
Government and a guarantee of the Finance Dept., the 
Imperial Bank undertook to pay immediately 50 per cent, 
of the amounts due to depositors inclusive of current 
accoimts and savings bank accounts. To enable the Bank 
to meet such situations with promptitude and effectiveness 
in the future, an amendment was enacted shortly after¬ 
wards by which the Bank was empowered to advance or 
lend money to a banking institution with a rupee capital 
upon security of its assets with the specific object of 
averting or facilitating a winding-up.* 

The more enlightened among the banks have shown 
from very early days a better appreciation of the position 
and responsibilities of such a Bank. They have entrusted 
their surplus cash balances and a certain proportion of the 
Imperial Bank’s private deposits is accounted for by this 
practice. The volume tended to fiuctuate according to 
the demands of trade. We have it on ffie authority of 
the Central Banking Inquiry Committee’s Report th{|t 
in 1925 these balances varied between such wide limits 
as Rs. 2 crores to Rs. 13i crores. The figures given for 
March and September of 1928, 1929 and 1930 by the same 
Report show these balances at about 3 to 4 crores. The 
fimds borrowed by the banks from the Imperial Bank 
varied in a like manner. 

r « 

Charatcfer of Executive, Ownership and Pusonnel 

A powerful infiuence in the ^eation of such leade^ip 
is the public confidence that the character of the executive, 
ownership and personnel is such as to ctmduce to. national 
outlook and conservation of public interests^ con- 

di^pn is ,wt^ed';in most countries by vesting ^e power 
to i»ecuttve< in the*'gowmiment' or* making 

the appointment.subject tq its pMdmutffon; *€k>me couhtries 
go much furfi^'ih these sef^(vmrds^ ^.9^ account of 
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ol the Imperial Bank indicates, the tohstitution 
qI Ihe executive has always been recognised as a national 
CQIltoem and more emphatically so, in the changes of 1921. 
1%e history of the Bank of England should be sufficient 
assurance that with this initial advantage, the course of 
development might have followed similar lines but for 
the decision of 1926*1934. 


Ihe public mind in India was impressed not so much 
with the policies of the Imperial Bank as the large European 
element in its personnel and clientele. For a long time, 
there has been an undisguised suspicion that the presence 
of this element made the Bank more solicitous of alien 
banking and commercial interests. Many changes in the 
desired direction, particularly, Indianisation of personnel 
have taken place in recent years. But the close alliance 
between the Bank and British commercial interests still 
persists, albeit to a more limited extent now than formerly.* 
The evidence tendered before the Chamberlain Commis* 
Sion as long ago as 26 years showed that 4/5th of the share¬ 
holders of the Bank of Madras were Indians. Out of 732 lakhs 
of advances, 588 were advanced to Indians. 3/5ths of the 
deposits of the three Presidency Banks belonged to Indians. 
Of the aggregate advances of the Bank of Bombay, 5/6ths 
were made to Indians and Indian industries. By 1925, the 
situation improved still further. Of individu^ deposits, 
Indians then held 67 per cent, as against 33 per cent, held 
b^ Europeans. Of advances, 68 per cent went to Indians 
as against 32 per cent, to Europeans. Of the deposits of 
banks, one-quarter belonged to Indian banks but of 
advances, more than one-half were made to Indian banks.t 


In spite of this growing stake of Indiums in the ,Bwk, the 
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supreiQe direction of the Bank has always remained in non- 
Indian hands. 


Seasonal Character of its Business and Bate Variations 

It would be more legitimate to blame the Imperial Bank 
on the groimd of its almost total failure to prevent a very 
wide range of seasonal fluctuations in interest-rates* and 
the very high levels which they reached in certain times of 
the year. The retention of the ultimate control of currency 
in the hands of the Government and the peculiar arrange¬ 
ment by which aid from currency reserves was made 
dependent on particular levels of the bank-rate were no 
doubt aggravating factors in the situation. Still, it cannot 
be doubted that it lay in the power of the Imperial Bank 
to moderate the range of fluctuations but it preferred its 
own profits to national interests and exploited to the full 
the highly seasonal demand for currency. 


The burden of meeting the seasonal demand was supported 
largely by the Imperial Bank. This was a consequence 
largely of the prohibitions laid on it against engaging in any 
but truly short-term and self-liquidating business. Great 
variations in cash rather than in any other assets of the bank 
were the main technique employed by the Bank for this 
seasonal adaptation. When seasonal demand rose, cash was 
permitted to fall to comparatively low levels. When 
seasonal slackness caused the inevitable fall in loans, cash- 
credits and above all in bills, the inflowing repayments 
merely went to swell the cash. Investments which are 
compos^ almost entirely of government paper could not be 
availed of for the purpose since depreciation and capacity 
of the market are factors to be reckoned in. In the stable 
years 1923-1929, between the month of March and Septem¬ 
ber, an average fall of about 7 per cent, in cai^ credits, 
5 per cent, in loans and 7 per cent, in bills measured on the 
basis of the volume of deposits was offset by an increase of 


moretihan 16 per cent, in cash. The increase in investo^ts 
is so slii^t as to be hardly cont^tarable and reflects more 
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tmly: a secular trend.* In contrast with this high seasonal 
trond of the balance-sheets of the Imperial Banl^ the 
balance-idieets of other Indian joint stock banks hw<^ 
ditiSlose much seasonal vadatiomf 

Analysis of aggregate monthly advances for the years 
1921 to 1930 suggests June as the month lying midway 
between the peak and trough of the seasonal demand for 
money. In March or April, business demand reaches its 
fuU height, the average level of advances as a proportion 
of deposits being about 15 per cent, over the Jime level. 
September records the lowest level, about 14 per cent, less 
than in Jime. The average difference in advance in the 
aforesaid years was 15 crores between the peak and trough 
months while the average cash-balance held in March was 
about 18 crores and in September above 30 crores. 


Seasonal demand by itself need not cause embarrassment 
to individual banks or to the banking system as a whole. 
When the outflow of cash at one time of the year is certain 
to be followed at another time by inflow on the same scale, 
variations in cash caused by them cease to have much 
signiflcance for safety or liquidity of bank assets. When 
interest-rates show a wide range of seasonal variation, it 
is apt to bespeak more the character of the monetary 
organisation of a country than the inevitability of such 
monetary rhythm. The demand for flnance, for example, 
has assuredly a far wider seasonal range in the United 
States than in England. Yet even before the advent of the 
Federal Reserve system, the monthly averages of rates on 
prime commercial paper for the years 1890-1900 gave a 
spread of 1*04 only. The spread in England for the period 


* ATCfage PefeeoUge to Total Liabilities. (LlabOitlet Ca|»ital. Reserve, Piibllo and 
Mvate Deposits.) 
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1882>ldl3 was 1*50 lor average Floatii^ Rate and 1*70 for 
average discount-rate for 3 months bank bills. The greater 
spread in England is explained by the fact that the money 
market cannot replenish itself at the Bank of England 
tmless the market rate rises to the bank-rate and the bill- 
brokers are forced into the Bank. In India, the Imperial 
Bank which had some of the privileges and a few of the 
responsibilities of a central bank preferred to raise its rate 
to the point of maximum profit rather than allow its cash 
to fall low in the interest of stable rates. The fact that 
the level of cash in the busy month of March was on the 
average as high as 16 per cent, of deposits during the 
twenties of the present century proves what a large margin 
there was for a more rational rates policy. Unfortunately 
Government also set its imprimatur on unstable rates by 
linking aid from Currency Reserves with certain prescribed 
levels of the bank-rate. A more rational policy has had to 
await the creation of a central bank placed above the 
motive of private profit.* 

Imperial Bank after 1934. 

The Reserve Bank Act of 1934 put an end to or at least 
sought to barricade the growth of the leadership of the 
Imperial Bank along certain lines. That law caused certain 
changes in the position and powers of the Bank which we 
must now proceed to assess. 

The Bank ceased to be the banker to Government. The 
Government, on its part, practically withdrew from the 
management of the Bank. In the general interests of the 
country, however, power was reserved to the Govemor- 
General-in-Council to nominate to the Central Board non¬ 
official persons not exceeding two in number. Contact 
between Government and the Bank was assured by the 
nomination by Governor-General of an officer of Govern¬ 
ment entitled to attend the meetings of the Central Board, 
to take part in its dJsetMslons but not to vote. This arrange¬ 
ment is an aftprious recogniticm of the unique place of the 
Imperial Ra^ in the financial and banking interests of the 
country especially in times of crisis and war. 

* fMk, ‘Wndr of tiatmMMm,'* pf- 110>il4. 
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With the withdrawal of special privileges and govern¬ 
ment control, the justification of old restrictions on the 
business of the Bank ceased. 

The Bank was now authorised to transact foreign 
exchange business, to open branches and undertake banking 
business of any kind inclusive of borrowing abroad. It 
was allowed to buy bills of exchange payable abroad and 
of a usance not exceeding nine months in the case of bills 
relating to the financing of seasonal agricultural operations 
and six months in the case of other bills. 

In the case -of advances or loans relating to the financing 
of seasonal agricultural operations, the period of six months 
was extended to nine months. The Bank was now permit¬ 
ted to acquire and hold, and generally to deal with, any 
right, title or interest in any property movable or immovable 
which may be the Bank’s security for loans and advances 
or may be coimected with any such security. The security 
for loans and cash credits was now widened to include 
municipal debentures or securities, when permitted by the 
Governor-General-in-Council, of a Native State of India, 
the debentures of limited liability companies approved by 
the Central Board, etc. 

Under an agreement between the Imperial Bank and the 
Reserve Bank which will last in the first instance for 15 
years and which may terminate with 5 years’ prior notice 
on either side, the former is to act as agent for the latter 
in all places in British India where it has a branch and 
the latter has got none. The Imperial Bank shall also 
perform in those places the usual functions on behalf of 
Central and Provincial Governments and the Railway 
Board. For these latter services, the Imperial Bank is to 
receive, commission at certain rates on the volume of 
transactions for the first ten years and the actual cost for 
the next five years and, if necessary, thereafter also. 



TABLE IX 

Imperial Bank ol India. (Balance-Sheet December Slat)' (Figures in Lakhs) 
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TABLE X 

Imp«fial Bank of India December 31st 

In percentage to Total Deposits 
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TABLE XI 

Imperial Bank of India ( Percentage to Deposits) 



TABLE XII 


( Average Percentage to Deposits ) 













































CHAPTER V. 


STRUCTURE OF ASSETS AND LIABILITIES 

The structure of assets and liabilities of a banking system 
is the outcome within certain limits of their mutual inter¬ 
action. The quantities and character of resources which 
form the liabilities of banks limit naturally the choice of 
business which they undertake. But it is also within the 
power of banks themselves to influence to an extent the 
volume and composition of their liabilities. Both- assets 
and liabilities in the long run are themselves the reflection 
of basic economic conditions of a country or region in the 
determination of which the banking system as such is only 
one among several factors. 

It is usual to speak of the Indian banking system as being 
composed of three elements. The Exchange Banks conform 
to one pattern, the basic aims and objects of which are 
broadly reflected in their structure of assets and liabilities. 
The Imperial Bank of India holds a special status which is 
to be largely interpreted in terms of political and historical 
circumstances. The third constituent is made up of Indian 
joint stock banks which it is usual to class under one head. 
As a matter of fact, Indian joint stock banks do not conform 
to one homogenous t 3 rpe but reveal certain divergences of 
aims and objects or economic environment which it should 
be one of our main objects to study. The present chapter 
is devoted to the study of these three constituents but in 
the case of the last, it covers very largely those leading 
banks for which information is easily available.* 

I 

STRUCTURE OP LIABILITIES 
Capital and Reserves 

The capital and reserves of a bank perform a dual 
function. They serve as a guarantee fund to the creditors 

* ReftevitOM Uifotu^-out Section 1 aie to Tablet Kill and XIV and in the cate of th e 
mliCTial Bank Tablei DC to Xll. 
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of a bank, since in case of failure, losses must in the first 
instance fall on capital and reserves. To that extent, a high 
proportion of capital and reserves is the basis of public 
confidence in a bank. Secondly, they form the fixed part 
of the resources of a bank and as such may be found useful 
for certain types of investments for which other borrowed 
resources are not deemed so eligible. 

This proportion is the outcome of diverse factors. They 
may be stated in general terms as—^Bank Policy; Banking 
Laws; Bank-Amalgamations; Causes influencing the normal 
size of deposits; Monetary changes which ensue in appre¬ 
ciable inflation or deflation and which, though they act on 
deposits are so important that they deserve a separate place 
in oiur analysis. 

The banks themselves have it in their power to fix this 
proportion by estimating the volume of business they aim 
at or aspire to build and raising their capital accordingly. 
It has been a serious and well-founded complaint against 
Indian Banks that many of them start on their career with 
capital which is altogether insignificant for the type of 
business and responsibilities which a bank is held to under¬ 
take. The more flagrant type of abuse has now been 
prohibited by the Indian Company Law of 1936 which 
prescribes a minimum capital of Rs. 50,000 and a statutary 
accumulation of reserves so as to raise the owned funds by 
a further Rs. 50,000 in a short period. 

The growth of banks whether by natural expansion or 
amalgamation tends to lower the ratio of capital and 
reserves. Economies of large scale are to a certain extent as 
mu6h evident in banking as elsewhere. Growth in size 
attracts confidence and confidence attracts resources and 
so on in an endless chain. The more expensive stafif at the 
tQp is either utilised more intensively or^ as in the case of 
amalgamations, rendered partially superfluous. The less 
IHTOfitable branches or lines of business can now be closed 
and the woric passed on to existing organisaticoi. In the 
case of asaal^anations there is tiie furtiMNr factor thiit the 
absorbing banl^ which is as a rule the biggie one offers its 
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shares which have a greater market value in exchange for 
the issued capital of the smaller bank. There takes place in 
this way a reduction in the amount of the nominal capital 
added to the capital of the bigger bank. Sometimes, indeed, 
amalgamations take place by discharging the shares of the 
small bank in cash or by the allotment of government stock.* 

The proportion under discussion depends as much on the 
absolute size of deposits as the absolute size of capital and 
reserves. It is within the discretion of banks to determine 
at least initially, the size of the latter. But the factors 
which influence the size of the former are very largely 
beyond the power of the banks to determine. 

Holland is a very arresting example of how a high pro¬ 
portion may be the outcome, not of the largeness of capital 
and reserves, but of the relative smallness of deposits. In 
India also, factors are at work which on the balance tend to 
keep down the volume of deposits. Ignorance and illiteracy 
make the cheque habit the exception rather than the rule. 
Hoarding or direct investment whether in industries or 
money-lending is preferred to the use of banks as custodians 
or intermediaries. Postal money orders are a more common 
medium of transfer of funds while postal cash certificates 
and postal savings accounts attract not a small part of the 
savings of the community. Hence, the volume of deposits, 
small as it is in relation to the area and population of the 
coimtiy, tends to be small also in relation to the capital 
structure of banks. 


No factor we have analysed till now can compare in its 
importance, however, with inflationary or deflationary 
mov^ents and the rise and fall of prices. In such times, 
capital and reserves remain unchanged while the volume 
of deposits is subject to large and rapid alterations. Eh^n 
when further capital is called and profits diverted into 


* The thfluenee of thli factor is well Uluitrated in the cafe of the Brtt t th baiddog syttem 
United 
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reserves, the aggregate is hardly able to keep pace with 
inflation. When inflation ultimately gives way to its defla¬ 
tionary sequel, bank-failures and net withdrawals of cash 
are the only factors exerting to bring deposits into some 
adjustment with the fixed capital structure. The more 
usual course of events is that the proportion falls in times 
of rising prices and remains steady in times of falling prices. 
The uncertainties of inflation and deflation, their uncertain 
degree, duration etc., make bank managements naturally 
unwilling to undertake in such times any hasty alterations 
in the fixed capital structures of banks. 

The force of this factor is well illustrated by the banking 
systems of those countries which have passed through 
great inflationary and deflationary phases. In France the 
pre-war ratio of 20 per cent, fell to 8 per cent, by 1929 i.c., 
till the currency stabilisation of 1928. In Germany, the 
pre-war ratio of 30 per cent, deteriorated to 8 per cent, by 
1929. Many other countries show evidence of the operation 
of the same forces—although not on the same scale.* 

The slow progress of the banking habit and growth of 
deposits in the 19th century in India has been already record¬ 
ed elsewhere.t Even the Presidency Banks, with all the 
prestige of government to support them, found it necessary 
to depend for a substantial part of their working resources 
on their capital and reserves. As high as 56 per cent, and 
more of their private deposits in 1870, their capital and 
reserves were still 30-2 to 43-2 per cent, of deposits during 
the interesting episode of the nineties. 


The present ratio of the Imperial Bank is partly the out¬ 
come of the great inflation of war years. Before the Great 
War, the ratio used to be in the neighborirhood of 20 per 
cent, and even above. The war with its grave inflation 
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caused a rapid fall till it was less than 10 per cent, by 1920. 
The increase of capital in the amalgamation of 1921 on the 
one hand and the great expansion of deposits consequent 
on the creation of its 100 statutaiy branches on the other 
seem on the whole to have balanced each other at a steady 
level of about 13 to 14 per cent. The great deflation of post 
1929 years has not affected this proportion. 

In a growing banking system, the factor which influences 
the proportion most is naturally the growth of deposits 
caused by expansion of branches or new places of operation. 
The Allahabad Bank of India, the oldest among existing 
** Indian ” joint-stock banks had a capital of 3 lakhs in 1870 
when the Presidency Banks had a capital and reserves of 
361 lakhs. In 1870, i.e.. 5 years after its establishment, the 
proportion of owned to borrowed resources was as high 
as 78 per cent. With the growth of deposits, the proportion 
fell to 22*8 in 1880 and by the turn of the century, it 
diminished to a mere 6*5 per cent. The Punjab National 
Bank was launched in the middle of the remarkable nineties 
with capital and reserves which amoimted to less than 2 
lakhs only by 1900. At that time, the proportion stood at 
14*1 per cent. 

In the early years of their career, just before the Great 
War, the Big Five of Indian joint-stock banks maintained 
a ratio of 12 per cent. This ratio is best understood in the 
light of the previoiis history of Indian joint-stock banks of 
A Class in which they are included. Till 1906, when the 
Swadeshi movement became active, these banks had 
maintained a ratio between 16 to 18 per cent. The 
Swadeshi wave, reinforced by steadily rising prices, caused 
kn increase in deposits and lowered the ratio to les^ than 11 
per cent, in 1910. In 1912, the year before the banking 
crisis broke out, the ratio of the Big Five was 12*8. 

During the War, extension of branches and inflation acted 
togeth^ to affect this ratio adversely. In the case of Class 
A banks, the ralio fell from 14*5 per cent, in 1915 to 12*9 
per cent, in 1919. The figures for the Big Five axe 19‘-9 and 
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10*6 per cent, in spite of substantial additions to their 
capital and reserves in the closing years of the war.* 

The steady deflation of 1922*29 was more than counter¬ 
balanced by extension to new places and creation of new 
branches. Class A banks maintained a steady ratio of 16 
to 18 per cent. The Big Five among whom the Central 
Bank of India recorded a great accession to capital and 
reserves on its amalgamation with the Tata Industrial Bank, 
improved and maintained their level at about the same 
proportion as the Imperial Bank viz., 13 to 14 per cent. The 
situation changed strikingly after 1929 when the great 
spate of expansion added so enormously to their deposits 
that the proportion fell down to 9 per cent, by 1938. Class 
A banks recorded a fall to about 14 per cent. . 

Class B banks present an altogether different case. 
Insignificant capital and reserves mean ipso facto insigni¬ 
ficant capacity to attract deposits. It is hardly surprising 
that sudi banks should have to depend for their working 
capital more on owned than borrowed resources. Hence, 
the proportion, in their case has been always very high 
much more generally than 30 per cent. It shows also much 
less fluctuation for the simple reason that their growth is 
always m|ore in numbers than in size.f 

The general drift of our analysis may be stated in this 
manner. The capital and reserves of a banking system 
may not be judged as adequate or inadequate on any a 
priori grounds. While a certain minimum size may be 
always postulated on the basis of the wealth and circum¬ 
stances of a country, their ratio to deposits is determined 
by many factors among which the policy of bank manage¬ 
ment is only one and by no means the most powerful. 
Among the other factors, a high place must be assigned 
to the past history of a banking system and world-wide 
forces like inflation or deflation. The desirable level is 
to be decided relatively to the i^ecial circumstances of 
each country and particularly, to each phase of growth. 
An effort to set up rigid standards on this subject should 

• SMf|>. IMilMt su. 

t See pp. 21-38* 
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have to take account of so many complicated and special 
factors as to make it nugatory in practice. 

Deposit’Liabilities of Banks* 

The bulk of the resources which a bank employs are 
borrowed from the public. This is indeed one of the main, 
if not the main, characteristic which distinguishes banking 
from ordinary money-lending. The quality, character, 
behaviour, etc., of these resources are therefore an impor¬ 
tant key to the interpretation of the inner character of a 
banking structure. 

By far and away the most significant fact about these 
borrowed resources is their distribution between time and 
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demand deposits.* The only statistics available on this 
point relate to the Big Five or Seven of Indian joint- 
stock banks and, for a few recent years, the Scheduled 
Banks in which the former are of course included. The 
Scheduled Banks represent almost 90 per cent, of the 
organised banking power of the country. The Big Seven 
claimed in the same years 30 per cent, of this banking 
power. Figures relating to these banks may therefore be 
taken as representing fairly general conditions in the 
country. 

These figures indicate that demand deposits formed in 
recent years more than half of total deposit-liabilities. In 
the case of our Big Five, the proportion has been a little 
less, 50 per cent, in fact. This proportion is almost as 
high as in many advanced countries like United Kingdom, 
the United States etc. Even though allowance has to be 
made for differences in definitions of time and demand 
deposits, the figiures are nevertheless arresting in them¬ 
selves. Evidently, they demand some scrutiny for 
their proper interpretation. A high proportion of demand- 
deposits. reflects sometimes a highly dfeveloped banking 
habit. But in certain other circumstances, as in France 
for example, it is indicative merely of the smallness of 
time deposits. 

In the first place, the use of cheques in India is more 
or less limited to five hundred and odd towns and cities 
only. A good proportion of places with a population of 
20 thousand and over, a fair proportion of places which 
have populations between 10 and 20 thousand and a very 
few places with population under 10,000—these are the 
territorial limits of the banking habit in this coimtry. An 
analysis of currency habits indicates how the use of 
notes and rupees predominates in certain parts of the 

* Certain quaUlleatioiis have to be borne in mind in intenneting thoM tenne and par- 
ticiilaily in maldiig oomparieona. Xn certain oountriee (e.g. t7. £L and Kngland) depute 
tot three months and more only are returned as fined deposits. Jn other countilee, the mini¬ 
mum period may be as short as one month or even one week. In India, fixed deposits are 
rardy aeeepted Ibr less than six months. But the f^ures In the teiet are canned on the basis 
that whatever each bank so describes is fixed de^ts. Again, it should be home in mind 
that in times of diffieultles lespeetable banks do not insist on Bieir legal rteht but allow even 
fixed deposiU to be withdrawn before due time. Insistence on legal r^htsls ^ to aggravate 
fear and sUBplcioii. Finally, aometimea over draft is granted on the aeeoritycd a flxedidepmlt. 
In this ease, the pineednm li taiitamount to conversion of a fixed deposit into a eittteiit deposit. 
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country while other means of payment are in vogue in 
other parts.* The high proportion of demand deposits in 
our banking resources is therefore representative only of 
a small India, hidden and overshadowed by an immense 
India around, still addicted to primitive monetary habits. 

Secondly, this high proportion seems to be only a recent 
occurrence, particularly of post 1929 times. It is sympto¬ 
matic not so much of any unusual growth of demand 
deposits as of an arrest in the growth of fixed deposits. 
Before the outbreak of the Great War, fixed deposits of 
the Big Five used to be as high as 70 per cent, and more. 
The War with its great infiation initiated a change and 
till 1920, the proportion fell with marked rapidity. The 
percentage continued stable at about 60 to 65 till 1925 but 
a rapid decline set in thereafter. Between 1926 and 1936, 
the fixed deposits of the Big Five rose from 30 to 34 crores 
only but demand-deposits mounted from 17 crores to 35 
crores. Several causes have been at work to diminish 
the importance of fixed deposits in the banking system. 

Since 1920, Postal Accounts and Cash Certificates have 
competed severely with fixed deposits as an alternative 
outlet for investment. Hardly l/9th of private deposits 
of all banks in 1920, they grew to be more than 1/2 in 1934. 
Apart from the confidence which post offices must always 
inspire in a country like India, the course of interest- 
rates in post-war and particularly post 1929 years has been 
no inconsiderable factor in this development.t 

The remarkable and growing popularity of life insurance 
and preference for direct investment in stocks and deben¬ 
tures must tend in the same direction. Funds which used 
to appear formerly as fixed deposits now pause for a while 
as current deposits on their way to absorption in perma¬ 
nent investment. Preference for direct investments of this 
kind has been no mean factor in the surprising bulge of 

• Fp. M1-5S. 

t Oupter m. RATES OF INTEREST OF POSTAL SAVINGS BANK ACCOUNTS. 
1 1) ^npiee piM in oomplele itun of Rupees five fn one month upto ai-d-1894* l.e»8|%. 
rs r ntte plee for oomplete sum of Rupees sis for one month from 1-4*1884 to 81-6-1905 
8% per. eomim from 1*7*1808. 
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current deposits which is sudx a feature of the French 
banking system. 

The relative rates obtainable on current and fixed 
deposits and on other forms of investment have a direct 
bearing on this distribution. The long-term rate was 
falling between 1920 and 1927 but it still remained at a 
high level of 4-4 per cent. It rose subsequently, reaching 
5-7 per cent, in 1932. Throughout these years, rates offered 
on fixed deposits were unusually high even in the case 
of exchange banks and the Imperial Bank of India. As 
we have recorded, the fixed and saving deposits of the 
Big Five accounted for about 65 per cent of the total 
till 1930-31. The situation changed radically after 1932. 
The long-term rate declined from 5-7 in 1932 to 3*55 in 
1938. The short rates fell even more precipitately.* From 
1931, the proportion of fixed and savings deposits for the 
Big Five began to fall steadily. By 1938, it reached the 
unprecedentedly low level of 50 per cent. 

The average size of accounts, their degrees of activity 
and the aggregate number of depositors have no doubt 
a direct bearing on the profits of banking business. They 
have also a deep significance for the strength and stability 
of a banking system. To extend exploitation from classes 
and places of larger banking potentialities to those with 
smaller banking potentialities is not a matter of mere 
economy in expenditure or technical organization. It 
means sometimes the exposure of the banking ^stem to 
all irrational and tidal changes of moods which sway the 
mass of humanity. It is more than probable that the 
extraordinary increase in the number of depositors of 
commercial banks between 1915 to 1930 was no mean factor 
in the collapse of confidence which occurred in the United 
States in 1932-33. In a country like India, the infiltration 
of the masses into the banking system is fraught with even 
more incalculable dangers. 

Direct statistics on these matters do not exist in tbia 
country. We have noted that the proportion of places with 

• Smpp. H'M. 
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banking facilities has altered very much in favour of 
smaller towns with less than 10 thousand population. Since 
creation of branches has been a more important factor in 
the growth of deposits than extension to new places, it 
must also tend in the direction of bringing into the orbit 
of the banking system classes of smaller banking poten* 
tialities. In his testimony before the Hilton-Young 
Commission, the Chairman of the Bengal National Bank 
referred pointedly to the great growth in small-sized 
savings bank accounts which proved very expensive and 
troublesome to manage.* 

It is even more difficult to speak of the social strata from 
whom our depositors are drawn. We can merely draw 
on the impressions from time to time of leading men in 
the banking world and trust to the imagination of the 
reader to complete the picture. The Secretary of the Bank 
of Bengal averred before the Fowler Committee of 1898 
that the wealthier ryots and zemindars rarely deposited 
their money in banks.t The situation had apparently 
changed favourably by 1911-12. In his evidence before 
the Chamberlain Commission, the agent of the Allahabad 
Bank described Indian joint stock banks as drawing their 
funds from '‘the artisan, babu, pleader and cultivator.” 
While expressing fears about “mushroom banks operating 
all over the country,” he described the depositors of res¬ 
pectable banks as professional peoplie;, doctors, lawyers, 
government servants, etc.j; The Chairman of the Bengal 
National Bank giving his evidence before the post-war 
Hilton-Young Conunission of 1926 reported that a move¬ 
ment from hoarding into banking was visible even among 
peasants and cultivators.! 

* Q. 7B88-88. Evid«Dce> Hiltoo-Young CommlMion. 

The Bengal Piovindal Bnquiw Committee records as follows with reference to the Benga. 
Girdle Hgures of the ln^>erifu Bank for the quinquennium ended 81st December 19298 
** Deposim in current accounts and fbied deposits have somewhat deoUiied and those in savings 
banks have increased during the period, but the number of holdem of current accounts hae 
Increased much more than that of savim banks depositins. Anothdr notioeaMe featurr 
Is that the average amount for which eaim cheque is drawn has declined whUe the numbe 
of eheques drawn on each account has inc re as ed, wfieMly after the ahdition of stamiHluAy 
on (Sequel**. 8940^ ^ 

t Q. WMl 8818. 

t Q. 8868 ; 8898. 

f Q. 7988419, 
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STRUCTURE OP ASSETS* 

There cannot be an ideal distribution of assets which can 
hold true for all times, for all countries or even for all 
banks in the same country. The financial and economic 
structure of each coimtry prescribes in a broad maimer 
the character of resources which banks attract and the 
type of investments in which their funds find outlet. 
Within the limits set by the financial and economic 
structure, each bank and banking system have to strive 
to reach a balance, often a very delicate one, between a 
maximum of profit and a maximum of liquidity and 
elasticity. The factors which underlie the financial and 
economic structure are themselves liable to large cyclical 
and secular changes amidst which eternal vigilance and 
adaptability are the only key to success in banking. 
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Loans and Advances 

As indicated in our analysis of the structure of interest 
rdtes, returns on short-term investment tend to be rela¬ 
tively more attractive than on long-term investment. 
This should by itself make investments in short loans 
particularly sought by banks. As a matter of fact, the 
proportion of loans and advances to total liabilities does 
not appear to be much higher in India than in some other 
countries. Indeed it is even difficult to speak of 
a normal volume of loans and advances for banks in India. 
It is of much more practical importance to note the large 
fluctuations which occur in this volume and to seek their 
causes. It is probable that in these fluctuations, the rela¬ 
tive position of short and long rates is much less decisive 
than the differential between the two. In India, as 
observed already, a change in the trend of long and short 
rates rarely takes shape as a reversal of the permanent 
relationship between them. Its effect is seen largely in 
widening or narrowing the gap according as rates are 
tending to be stable or moving up and down. In the war 
years 1916 and 1917, when short rates were rising faster 
than long rates, the proportion of loans and advances of 
the Big Five to their deposit-liabilities rose as high as 70 
to 80 per cent. In the more stable years 1922-1929 when 
the long-rate was moving on a high plane, the proportion 
declined to 62 per cent. In the years after 1930, when with 
stagnation of trade and industry short rates actually fell 
below long, the percentage of loans and advances reached 
much lower levels round 40 per cent, and showed signs 
of recovery only after 1937. 

These figures do not convey adequately the extent to 
which banks invest in and profit by short-term loans. The 
percentages are based on figures which are not averages 
for the whole year but relate to a particular date generally 
December end. On account of the predominance of agri¬ 
culture in India, short-term finance has a highly seasoiuil 
character. It may* therefore, be expected that the assets 
of banks should show large fluctuations according to the 
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time of the year. As a matter of fact, however, such a 
strongly seasonal trend holds true only of the Imperial 
Bank of India. The balance sheets of the other big joint- 
stock banks do not show seasonal variations which could 
be compared with those of the Imperial Bank. 

September and March or April represent the two 
extremes of the demand for seasonal accommodation.* 
Unfortunately, comparative figures on this point are 
available only for June and December. June may be 
described as lying midway in the transition from condi¬ 
tions of stringency to conditions of slackness while 
December represents the antipode of June. Although the 
contrast between June and December is not as sharp as 
between March and June, it demonstrates sufficiently the 
point at issue. 

In the two five yearly periods of 1921-25 and 1926-30, 
the proportion of cash to deposits between the months of 
June and December shows as large a variation as 15 and 
11 per cent, in the case of the Imperial Bank. Fob four 
among the Big Five, the variation is barely 2 to 3 per 
cent. It is only with the onset of the depression and stag¬ 
nation of 1931-35 that the Imperial Bank has a cash-ratio 
as stable as those of other banks. 

The reverse side of the picture is represented in the 
movements of Loans, Advances and Bills. For the first two 
periods, the advances of the Imperial Bank show an aver¬ 
age increase in the proportion of the order of 14 and 11 per 
cent, for the month of December against corresponding 
counterbalancing movements in cash. The movement in the 
case of the other banks are small and insignificant. In aU 
cases, investments move independently of changes in cash 
or advances ratios and record a definite secular trend irres¬ 
pective of seasonal conditions. The significance of this point 
will be elaborated presently. 

We have observed above that loans aiul advances of Indian 
banks do not bear a much higher proportion to their deposit 

* Pp. 98-M; and Tal)le XII* 
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liabilities than elsewhere.* This suggests that the exploita¬ 
tion of the profitability of short-term investment is impeded 
either by the shortage of credit-worthy borrowers or by the 
attractiveness of some other forms of investments. A 
paucity of borrowers who are willing and able to offer 
security acceptable to banks is not a problem special to 
India. It is the other factor which requires analysis here. 

The profitability of short term loans in India, which we 
have analysed elsewhere, is an average profitability. The 
lender who is eager to reap the high returns of the busy 
season has to take into account the risk that his average 
profit may fall very much if the slack season fall of rates 
should turn out severer than expected. Investments in time 
loans, renewable according to circumstances offers a lucra¬ 
tive alternative whose steady returns are not an inadequate 
compensation for loss of liquidity. The rates on such loans 
are stated to be about the same as in England or Scotland, 
5-5f per cent.t 

Secondly, in discussing the proportion of loans and 
advances to total deposits, we must note that the attraction 
of short-term, seasonal loans is not the same to all banks. 
If seasonal loans are more profitable than equally safe long¬ 
term loans, there are other kinds of loans which rank higher 
in profitability than even seasonal loans. Mortgage loans 
offer a type which is least shiftable and at the same time 
most lucrative. In the absence of mortgage institutions, 
many banks in this country, there is groimd to believe, are 
tempted into this field. The high proportion of fixed 
deposits and among them a high proportion of those fixed 
for one or two years or even longer may be an inducement 
to such loans. This seems to explain how even in the post- 
Crisis years 1931-1936, certain banks, e.g., the Punjab 
National Bank and the Allahabad Bank of India« cany loans 
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and advances at the surprisingly high level of about 60 
per cent. 

Loami 'to Money Markets* 

After cash, loans to the money market are regarded in all 
advanced banking systems as the next best protection of 
‘ liquidity.’ They have the advantage over cash that they 
earn some return. In London, the rates on call-loans and 
discoxmts tend to fall almost as low as deposit-rates. In the 
United States, rates on call-loans and loans on short-term 
government obligations are generally below the Feder^ 
Reserve discount rate which represents the price banks 
have to pay for funds from the F. R. System. Rates on 
conunercial paper and time loans to the stock exchanges are 
well above the F. R. Bank Rate. 

Loans to the money market fall under three categories— 
call loans to the bill-market, call and time loans to stock- 
exchanges and finally loans between the banks themselves. 
The extent to which the available volume of short-term 
funds is used for one purpose or another has itself a deep 
significmce for the economy of a country no less than for 
the stability and character of a banking system. 

It is generally presumed that the creation of bills and a 
bill market in India is a pre-requisite of a sound commercial 
and central banking system. As a preliminary step, there¬ 
fore, it is necessary to estimate the potentialities of such a 
development in our present conditions. Three questions 
have to be answered in order to reach conclusions on this 
point. In the first place, it is necessary to ascertain the basic 
conditions which give rise to bills and the extent to which 
they are present in this coimtry. Secondly, we have to 
inquire how far the existence of bills implies automatically 
the services of brokers and dealers to deal in them. Finally, 
the causes and the extent of the desire of banks either to 
invest their resources in bills or oiler tiieir funds for busi¬ 
ness in bills "have to be taken account of. 

(1) It is a self-evident principle of all exchange that no 
place or country can in tiie long run buy more than it sells. 

* Sm pp. Mfr«6) aM-94. 


fn 
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But because of territorial specialisation in production and 
the consequent roundaboutness of trade, the equality of 
credits and debits may not hold good as between two 
specific places or with reference to any particular span of 
time. When a trade in bills develops i.e., these titles to 
debts are concentrated in a few hands, debits owed to 
whomsoever in the wide world can be used to satisfy credits 
in favour of persons in the same place. Apart from render¬ 
ing unnecessary in this manner movements of currency or 
gold to and fro, bills as objective expressions of the need 
for funds enable temporary surpluses in certain places to 
be employed to meet temporary needs of other places. A 
bill market thus serves to equalise the flow of capital over 
space or time and thus prevent wide fluctuations in interest- 
rates. 

The need to offset credits and debits which ensues from 
the indirecetness of all modern trade is common to India and 
all other countries. But territorial disparities in the supplies 
and needs of working capital caused by the seasonal factor 
are of such outstanding importance in this country that 
some description o^ their working may not be out of place. 

When the Rangoon rice crop matures, advances in antici¬ 
pation of disposal have to be made to the Burman cultivator 
from December to March. Cotton seeds and early wheat 
of Bombay and Karachi and the spring crops of Northern 
India which are the staples of trade in the great markets 
of Lahore and Cawnpore require to be financed in the same 
manner between November to March and between April to 
May respectively. The Calcutta jute crop has its demand 
for finance concentrated from July to October.* Of course, 
the quicker the transport of goods and disposal to the final 
customer, the less is the burden of holding stocks and 
financing. So far as domestic consumption is concerned, 
agriculturists and non-agriculturists have perforce to share 
the burden of holding stocks till rach time as their deple¬ 
tion makes room for the output of the next season. 

Hie aggregate of funds to tbie paid to the producers or in 
other words, the value of stocks to be held in antldixitlw 
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of the demand of consumers nms into lar^ figures. 30 to 
40 per cent, of the total value of cotton crops raised in 
certain areas and estimated at 10 to 16 crores was reported 
in the early thirties of the present century to have been 
directly financed by the Imperial Bank, government 
treasuries, currency railed out of the currency office and 
that imported by private agency. In the case of jute, out 
of a crop valued between 50 to 55 crores in the late twenties, 
government treasuries and the Imperial Bank alone are 
estimated to have financed something like 30 to 40 per cent. 

While a bill market may serve as a valuable connecting 
link between credits and debits and between areas of surplus 
and deficit capital, it is by no means the only intermediary 
available for the purpcise. As banks have grown and 
extended their branches far and wide, they have tended to 
supplant the domestic bill market in many countries. 
Historically, it will be found that bill markets have esta¬ 
blished themselves in those times when banks were highly 
localised in their business or in those countries where 
branch banking is not allowed by law. In India, there are 
as yet no restrictions on the creation of branches. Direct 
discounts and collection of bills by bank branches must 
therefore militate against the rise of a bill market on the 
scale familiar in some other countries. 

As for bills themselves, they serve no doubt as an 
excellent basis for the grsmt of credit. A bill is in itself 
only a legal evidence of indebtedness between persons but 
its excellence as an instrument of financing trade and com¬ 
merce lies in three important qualities—its simplicity, the 
short and definite period within which it matures and the 
guarantees of the acceptor, drawer and endorser attached 
to it. When a seller of goods wants immediate payment 
for the furtherance of his business but the buyer must have 
time to dispose of the goods, other persons or institutions 
are glad to step in and discount the bill i.e, make the 
required advance on it with due deduction for interest. 

It is clear that the bill will have its vogue as the basis 
credit only so long as other forms<of advances do not 
prove cheaper and safer. As a matter of fact there has been 
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a recent tendency to prefer the overdraft to the bill as a 
means of raising finance from banks. From a purely logical 
point of view, there is no reason why the overdraft should 
involve more formalities or be less certain of repayment on 
an appointed day or have less dependable security behind it 
then a bill Apart from incidental expenses like stamp duty, 
acceptors’ commission, taxes, etc., it lies in the power of the 
banks themselves to decide whether one form of advance 
shall be cheaper than the other according to the rates they 
quote. 

(2) There will still remain some scope for bills and a 
bill market. Many traders lack the requisite standing with 
banks to have overdraft facilities or to draw bills which 
may be directly discounted. Such traders find in bills as 
compared with bank-guarantees a more convenient docu¬ 
ment on which a third party, the bill-broker, may be 
induced for a modest commission to add his guarantee by 
endorsement and which may thus be made acceptable to 
banks. 

To the function of bill broking, pure and simple, the bill 
brokers find it necessary and profitable to add another 
function, that of the dealer in bills. For banks are not 
always able or willing to take up all bills on offer. They 
insist on high quality and have a special interest in those 
bills which are admissible for rediscount at the central 
banks. Besides, according as the surplus of funds they 
have varies, they vary also the quantities and maturities 
of the bills they discount. This means that there must 
exist a bill-<anarket which holds on the one hand quantities 
of bills which fall short of banking standards or exceed the 
temporary needs of banks and on the other, judges, grades 
and classifies bills so as to supply at short notice parcels of 
bills which cotdorm exactly to bank requiremesits. For 
reasons of economy, the bill-broker prefers to act as a 
holder ofsudi stocks also. .... 

(3) To discharge &e function of bill>dealer ^Bdently, 
the broker-de^ers must have adequate funds to meet ^ 
the varying phi^ of the trade. They can and do engage 
in this btu^nsss with their own fund& But as in aU other 
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trades, temporary needs of working capital have to be met 
with temporary fimds. In other words, efficient trading in 
bills presupposes ability to raise funds, when required, at 
rates which are sufficiently below the market rate of dis- 
coimt to give an adequate profit margin to the dealers. In 
many countries, loans to the stock-exchanges are so much 
more attractive that banks are unwilling to place any large 
volume of funds in the bill market. For quite different 
reasons, it is probable that banks in India have no such 
surplus funds to lend for this purpose. In India, the surplus 
of bank funds when available is a seasonal and not a steady 
surplus. Even when banks seek bills for themselves, they 
naturally prefer those which mature at specific busy times 
of the year and the volume of such bills is inevitably very 
limited. 

Even in these circumstances, more funds could be released 
for the bill business if banks were enabled to lower their 
cadi ratios. But this is feasible only when funds placed in 
the money market can be withdrawn or replaced with 
funds from some other source. The bill market, on its 
part, could grow only if there is a dependable supply of 
funds from one source or another and at rates which enable 
steady business. 

Till the recent establishment of the Reserve Bank of India, 
the only alternative source of such funds was the Imperial 
Bank of India. Unfortunately, commercial banks in India 
have been inclined by tradition to look on the Imperial Bank 
more as a competitor than as a friend in need. Public 
rumour also was apt to associate aid from such a rival with 
embarrassment and difficulties rather than normal banking 
operations.* The banks had even a grievance against the 
Imperial Bank in its alleged privileged position which 
enabled it, according to them, to undercut its rivals. 

The Imperial Bank on its part took a commercial view 
of its position and never sought to define the 'relationship 
between its rate for demand loans and its huiidl rate.f The 
hundi rate was sometimes higher and sbmetimes lower than 

* IMS t Q. 182^60; i>p. 508*09. Appendioef. Hiltoii*VotiiiS Commlssloiit 

' t 1^. 88$ 98*95.'' 
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the otiier rate. No discrimination in rates was made in 
favour of bank-endorsed bills as compared with bills 
endorsed by private parties. It is no svurprise that in these 
circumstances banks preferred to raise demand loans against 
securities since the period at least for which a loan is to 
run is within their discretion. 

With the establishment of the Reserve Bank of India, the 
situation may now be expected to change in an important 
manner. With the lure of profits out of its way, the Reserve 
Bank can devote itself to the creation of a stable and well- 
articulated rates-structure. By maintaining an appropriate 
margin between the discount-rate and the loan-rate it may 
give a powerful stimulus to the desire of banks to acquire 
bills and bring into existence an outside market in bills. 

But although direct investment by banks in bills might 
stimulate the creation of bills, it is doubtful whether banks 
will be inclined to offer loans to brokers and dealers for 
such business. Since under our arrangements, banks are 
to have direct discount facilities at the Reserve Bank, they 
have much less need of loans to the money-market recall¬ 
able at short-notice. London banks feel such need because 
on account of historical circumstances, they have no direct 
but only an indirect access to the Bank of England through 
bill-brokers and discovmt houses. Indian banks will natu¬ 
rally prefer to absorb for themselves as large a quantity of 
bills as possible—^taking care to maintain a large proportion 
of rediscoimtable bills.. In other words, the market for 
bills which are not bankable or are in excess of what the 
banks can absorb seems to have a doubtful future in this 
country. 

The bill of ^change in the form of hundi has been 
known and used in this country from times immemorial. 
Several causes, many of them of recent origin, have how- 
evw retarded and: even diminished .the growth of this most 
yaluable instrqni^t Of commerpe and credit. .> 

"In liiudajtti hundi or u^ce bill has 

beOome' a Veity ekh^lh^Ve instrument of finanice bh account 
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of heavy stamp duties which govenunents have imposed 
in the interests of revenue. Calculations show that the 
levy may vary from i per cent, and more to anything like 
3 to 4 per cent. even. It is reported from Bihar and Orissa, 
Assam and other provinces that the mudatti hundi has 
almost disappeared from use while m the province of Bom¬ 
bay, the cities of Bombay and Shikarpur which are the 
native places of the indigenous bankers dealing in bills, 
alone retain it in their affections. Bengal is perhaps the 
only important province in which the mudatti hundi is still 
in common use. Everywhere else the darshani hundi or 
demand draft which is on a par with promissory notes in 
regard to stamp duties and pays only i per cent, has taken 
its place. With the quick means of transport, the darshani 
hundi is obviously of little use for the grant of short term 
credit. 

In the second place, the free negotiability of a hundi is 
apt to be much restricted by certain conditions which are 
attached to it by usage. As a conditional document, it does 
not then fall within the definition of a bill of exchange 
in the Negotiable Instruments Act. Three classes of 
hundis may be distinguished in this connection. The sah- 
jog or shah-jog hundi is so-called because it is payable 
only to a shah i.e. payable only after ascertaining the 
respectability, title and address of the payee. Although, 
as in Bombay, the shah condition) may be -increasingly 
ignored in practice, its presence cannot but limit its legal 
capacity to circulate. The shah jog hundi is in most 
common use in Bombay, Bengal, Central Provinces, Bihar 
and Orissa, etc. The second class of this indigenous instru¬ 
ment of finance consists of jokhmi hundis which are to be 
sometimes met with in Bengal but are not found at all in 
certain other provinces like Bihar and Orissa. In the jokhmi 
hundi, the drawer or the holder of the hundi and not the 
drawee is required to bear loss in case of destruction or 
damage to the goods which gave rise to the paper. Finally 
we have got in this country the Dhtfni*jog himdi which 
corresponds to the true bill of exchange. The dhani i.e. 
the party to ,whom the himdi is payable meane iji ;this case 
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the holder. With the exception of Assam where it is 
usually known as hundi-jog and is in very common use, no 
other province reports more than a very infrequent appear¬ 
ance of this instrument. 

Local variations from these well-established and well- 
known forms, tending either to retard or facilitate their 
circulation, are to be noted here and there. The shroffs 
of Bombay have attempted to overcome the disadvantages 
of conditional hundis by introducing a class of bearer 
instruments described as dekhadnar-jog hundis i.e. hundis 
payable to him who presents. Its circulation is however 
limited to Bombay and Gujarat where the Gujarathi shroffs 
are present in large numbers. Firman-jog himdis i.e. 
instruments payable to firman or order were also tried but 
have failed to establish themselves. Far in the South, the 
great banking caste of Nattukkottai Chettiyars use a sight 
bill called nad^pu vaddi himdis. These are so called 
because they are discountable at the nadappu rate—^the 
rate fixed by Nagarathas on the 16th of each Tamil month 
at Madras and Rangoon. This variable rate is itself a 
difficulty when banks are approached to discount them. 

In the third place, there is nothing on the face of a hundi 
to indicate whether it is a trade bill arising out of a genuine 
deal in goods or mere accommodation or finance paper. No 
documents of any kind, whether railway receipts, ware¬ 
house receipts, etc., are attached. In Bengal and the United 
Provinces, hundis serve almost always as a means to 
borrow. In Bihar and Orissa, as much as 37 per cent, of 
the remittance business was found in the thirties to be 
executed by means of hundis. The Nattukkottai Chettiyars 
in Madras use this paper very largely for purposes of 
accommodation and remittance in their widely spread 
business in Burma, Ceylon, Strait Settlements, etc. An 
advance on a hundi is thus generally an advance on the 
personal credit of the parties. 

In spite of these difficulties, the high specialisation 
a<^iev^ in this h^sine^ by a few castes and commqiuties 
has made the lumdi the prime and most ancient instrument 
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of finance in this country. Xhe Marwaris are almost in 
entire possession of the field in Bengal and Assam while 
in Bihar and Orissa they share the trade with Gujaratis 
and Kachis. In Bombay, Gujarati, Marwari and Multani 
or Shikarpuri shroifs share the honours equally and are 
organised in their respective associations.* In Madras, the 
Nattukkottai Chettiyars who are estimated to employ as 
much as Rs. 50 crores of their own capital in the banking 
business have to face competition from Marwaris and to a 
much less extent, Multanis and Kullidiakurchi Brahmans 
of Tinnevelly. In many places, as in the United Provinces 
and Bihar and Orissa, some of these people act as brokers 
pure and simple in the capacity of dalals or sarefs. 

The strong ties of caste and community tend on the other 
hand to isolate the hundi market from the general modem 
market for short term funds. The Nattukkottai Chetti¬ 
yars raise some thavanai or fixed deposits for periods of 
2 to 3 months and, at their nadappu rates, some current 
deposits as well. Rates offered by them are as a rule 
higher than those of joint-stock banks. Multanis accept 
little deposits. When in need, they apply to their native 
place, Shikarpur. The Marwaris are even less inclined to 
approach the outside market for deposits. In the province 
of Bombay, except for the capital city and the bigger 
cities, the busy season is met very largely by inter-shroff 
borrowing which significantly enough is cheaper than 
borrowing from banks. 

As for the practice of discounting, in most places in the 
coimtry the payee, when a merchant, rarely discounts. 
The indigenous bankers resort to banks more frequently. 
In Bombay and the bigger places in the province, shroffs 
replenish themselves at their banks by means of either 
promissory notes of two approved shroffs or by re-dis¬ 
count of hundis. In a place like Cawnpore, discounting and 
re-discounting in the native bill market are more common. 

* Durinf IIm mmou of 1087, multani tluolli In Bombn^ mm mtloiatad to Imvolonnod 
woU OTor II ofOMi In tbo tNwnr« 
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The extension of bank branches, restricted urgency of 
loans to the bill market, lack of standardization,* etc., are 
several other factors which limit the future growth of a 
market in domestic bills. For similar reasons, creation 
of large quantities of foreign trade bills also appears to 
have only a limited future. Vast distances, natural 
-obstacles to full and accurate information, etc., make the 
intervention of a bill and discount market even more 
advantageous in this field. But in the absence of a large 
maritime trade, a world-wide network of financial and 
economic service, such as England has, the basis for 
foreign bills must be relatively slender. lAs our more 
exhaustive analysis of this subject in another section will 
show, the sterling-bill and operators in sterling bills, 
namely, the exchange banks, control the whole field of 
foreign trade finance. 

Just at present, the volume of bill-discoimts is very 
insignificant in India. In 1928, the five leading Indian 
joint-stock banks held bills of domestic origin to the extent 
of 7'1 per cent, of their aggregate deposits. For Indian 
Scheduled Banks which include the Imperial Bank and 
exclude e^^change banks with their high specialization in 
foreign trade bills, the percentages for the three years 
1935-37 were 3-2, 5.-0 and 5*9 respectively. 


The volume of bills discounted fiuctuates much according 
to the course of prices and trade. The figures compiled 
for the Big Five or Big Seven of Indian joint stock banks 
demonstrate this very clearly. Before and during the 
early part of the Great War, the proportion of bills dis¬ 
counted to their deposits was 15 per cent, and even more. 
In the later stages of the War, dislocation of foreign trade, 
exchange rectrictions, etc., caused a steep shrinkage in 
foreign tra^e bills and consequently in that portion of 


• StaadMdisitioa if 


Ml if tequiied in retpeot ot the ft^wing pointf t— 

(i) Althotw Hindi wttn difltecnt sofipta is used as a rale, a Hvndi printed 
in veniaoiilar and Bntfish seems very desixaliie. 

(ii) Tiine and hours of presentation, aooeptanoe ete. Business till nild« 
ni^t is not uncommon. 
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our domestic bills which are meant to finance the move* 
ments of our goods from the interior to the ports. The 
tendency to shrinkage continued steadily even after the 
war and by 1929, their proportion had fallen from about 
10 per cent, in 1919-20 to about 6 per cent. The collapse 
of prices and trade in 1929-30 caused an immediate contract 
tion to about 3 per cent, and after still further deterio¬ 
ration, the proportion recovered to 3i per cent, only 
by 1937. 

The Imperial Bank which participates on a larger scale 
in short-term seasonal accommodation shows parallel 
movements although on a higher plane. As high as 20 
per cent, in 1914, the proportion stood at about 12-13 per 
cent, during the war. It fluctuated much in the next few 
years but reached higher levels just before the crisis. The 
crisis affected the Bank most, the proportion was only 
2*4 in 1933, recovering thereafter to more than 6 and 7 
per cent, by 1937-38. 

Indeed it is a matter for speculation whether this asset, 
so well beloved of bankers, will ever again assert its old 
quantitative importance. Forces of a more permanent 
character than the course of trade and prices are active 
in retarding the recovery of bills to their old levels. In 
many countries, notab]^ in the United States, industry 
now prefers to finance itself by direct appeals to the 
capital market instead of bills floated against its assets 
in general. Movements are on foot in many countries to 
eliminate the wholesale merchant and as many inter¬ 
mediate stages between producer and consumer as possible. 
The seller instead of drawing a bill on the buyer is 
inclined to throw the burden of arranging the finance on 
him and the buyer prefers to create an overdraft at his 
bank which enables him to extinguish the debt by instal¬ 
ments and thus save in interest charges. The more 
frequent use of telegraphic transfers tends in the same 
direction, i.e., narrowing the basis for creation of bills. 
It is true that some of these forces have not yet become 
visible in this country and others are operating but 
weakly. Sooner or later, however, changes occurring in 
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the finance of foreign trade are sure to affect the volume 
of domestic bills also, the two operations of financing trade 
between the interior and ports and between ports and 
foreign countries being indissolubly linked.*' 


Although ordinary commercial bills as outlet for short¬ 
term investment seem destined not to recover their pre¬ 
war importance, another kind of bill has greatly grown 
in volume in post-war yeaxs. These are treasury bills 
which are now issued both by central and provincial 
governments and in which the Reserve Bank, ordinary 
banks, governments, commercial bodies, etc., find an excel¬ 
lent lodgement for their temporary surpluses. But while 
treasury bills offer all the advantages of liquidity, specific 
maturity, etc., they do not require any grading or further 
endorsement to enhance their security. The banks can 
therefore tender for them directly. In other words, no 
elaborate machinery of a bill and discount market is 
necessary in their case. The importance of treasury bills 
as a factor in the money market may be inferred from 
the fact that the total of treasury bills outstanding with 
the public, the Reserve Bank and Provincial Governments 
and Burma stood at Rs. 31, 28-54, 38-01 and 46.30 crores at 
the end of the official years 1935-36 to 1938-39. These figures 
might be compared with the year end holdings of ordinary 
bills of the Imperial Bank and four of the Big Five (the 
Punjab National Bank being excluded) which were Rs. 6-4, 
8-4 and 7-6 crores for the years 1936 to 1938. Even if 
these holdings reached their pre-crisis proportion to 
deposits, the volume must still be comparatively small. 
The importance of the treasury bill as a factor in the 
money market has been recognised by the Reserve Bank 
which has intimated to the scheduled banks its willingness 
to purchase from them Central Govenunent treasury bills 
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of currency up to three months at fine rates on the current 
tender rates. The banks have naturally been encouraged 
to invest in treasury bills and to make use of tills facility 
at the Reserve Bank. 

We have examined the nature of call loans and the rates 
charged on them in our chapter on Structure of Interest- 
rates.* The other important use of short-term loans to 
the money market relates to dealings on stock exchanges. 
The nature and effect of loans for this purpose as also 
inter-bank loans are analysed elsewhere.f 

Investments 

Banks invest a proportion of their resources in govern¬ 
ment and non-government securities partly as a soiurce of 
steady income and partly as a means to raise cash when 
required. From the latter standpoint government secu¬ 
rities are preferred as being less liable to depreciation. 
Even among government securities, short-dated ones 
obviously give better protection from fluctuations in 
value. Under banking conditions such as obtain in India 
where scheduled banks have to depend more on loans 
against securities than on discounts at the central bank, 
the deflnition of securities eligible as collateral for loans 
must exercise a powerful influence on the choice of 
investments by banks.t 

The relative importance of investments differs from one 
banking system to another according to the availability 
of alternative outlets for funds and relative position of 
^ort and long rates. Investments of Briti^ clearing 
banks which have access to the largest money market of 
the world have rarely reached 30 per cent, of deposits and 
are usually well below 25 per cent. The presence of 
special institutions for long-term flnance in France and 
ample scope for short term investments as discounts or 

• rp.M. 

t See Iip. 804; S8SI-M. 

t Pp. 87B.74. 
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loans to the stock exchanges in France and Holland reduce 
investments almost to insignificance in these countries. 
The heterogenous and scattered banking structure of the 
United States and its great dependence on local business 
and interests appear to make investments a great necessity 
there. In India, limited scope for investments in bills or 
loans to the money market is an important factor in 
making the more liquid and realisable securities eagerly 
sought by banks. 

The relative position of short and long rates and more 
particularly, cyclical trends in rates and security values 
cause marked cyclical and secular changes in investments. 
When the long rate was expected to rise and securities 
to depreciate in the early years of ^e Great War, invest¬ 
ments of the Big Five sank below 8 per cent.* Widening 
differentials between short and long rates and enormous 
pressure for short-term accommodation made investments 
even less attractive. The burden of maintaining the 
values of government securities fell on the Imperial Bank 
which continued to maintain its securities at a high level 
of 20 per cent. Investments of the Big Five began to 
mount slowly in the later stages of the War when the 
differential began to narrow and government issued its 
vast terminable loans. As the long-term rate fell steadily 
from 6'2 per cent, in 1921 to 4*4 in 1927, both the Big 
Five and the Imperial Bank hastened to profit from these 
appreciating investments. By 1928, the Imperial Bank 
reached a percentage of 27*4 but the Big Five recorded 
the much higher level of 45 per cent. When the approach 
of the crisis initiated a stiffening of rates which continued 
till 1932, there was some hesitation and even a de^e to 
reduce the volume. The proportion of government secu¬ 
rities shows a tenden<^ to decline. But the abandonment 
of the gold standard in England and the linking of the 

* nom Hi. M, tk* priM of p.«. MOliiitr fttt to M bt lUT. 

N w » » MItaltM. 
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rupee to sterling brought about a dramatic change; the 
long rate fell steeply from 5*7 in 1932 to 3*5 in 1936 and 
dmrt rates collapsed much more. The Big Five staged 
a recovery but they had already moved into securities in 
the period of falling long rate between 1921-28 to such 
an extent that despite a further collapse in loans, advances 
and bills, the scope for further loading of securities was 
limited. As pointed out in another section,* they were 
now inclined to develop certain other lines of investment. 
The position of the Imperial Bank was different. It had 
not suffered in the pre-crisis years so much as other 
banks in its short-term business and it had not loaded 
itself with securities to their extent. But now, deprived 
of its mainstay of short-term accommodation to which its 
charter confined it, the Imperial Bank added to its secu¬ 
rities quickly till it reached 66 per cent, by 1936. In a 
single year, 1929-30, the proportion increased by 14 and 
in another turning-point year 1932-33 it made another 
stride by 15. 

Naturally, Indian joint-stock banks differ among them¬ 
selves in the extent to which, in order to meet these 
vicissitudes, they have rimg the changes on their invest¬ 
ments. The Bank of India and the Bank of Baroda which 
pursue a stricter policy of short-term finance have con¬ 
tented themselves with a moderate and steady volume 
of investments. The Central Bank of India and the 
Allahabad Bank have made more frequent and larger 
changes in this class of assets, the former largely as an 
alternative to cash. The Indian Bank does not find 
investment more attractive than the re-lending business 
it has developed through the medium of the Chetties, the 
premier money-lenders and indigenous bankers of the 
South. The Punjab National Bank does not find its assets 
sufficiently elastic to permit much cyclical or secular 
adaptation of investment. Since 1936, incalculable factors 
of war and politics began to exert themselves on the 


• See n>. X4T*eS 
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tmnking situation and a general though somewhat hesitant 
tendency to reduce investments has made itself visible.* 

Our previous analysis does not support the general 
belief that Indian banks invest a di^roportionate .part of 
their resources in government securities. On the contrary, 
their investments show a commendable degree of elasti¬ 
city and adaptability according to circiunstances. The 
present high level of government securities is not peculiar 
to the Indian banking system as such. It has been a widely 
observed feature of banking in many parts of the world. 
With the present relative position of short and long rates, 
no other policy could commend itself to banks.t It may 
be that elasticity and adaptability of investment policies 
in India relates to a larger volume on the whole than is 
found in other countries. But it must be borne in mind 
that these coimtries have as a nile a second line of 
protection after cash in their call-loans to the bill markets 
or the stock exchanges. 

It is not easy to make out how far the present low level 
of loans and advances reflects cyclical conditions which 
are bound to pass away and how far it is a part of a 
secular tendency to contraction and represents a fimda- 
mental change in the methods of flnance. The falling 
volume of loans, advances and discounts suggests that the 
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subsequent collapse is merely an aggravation of a deep- 
rooted trend. The banking i^stem is therefore confronted 
with a more permanent problem vis., how to replace these 
time-honoured assets with some others worthy of its 
traditional place in the banking system. For the present, 
the void has been filled very largely with government 
securities. Unless banks are content to become investment 
trusts, however, a rise in the short rates and long rates 
will cause a disgorging of securities and revive the pro¬ 
blem of alternative outlets. Even at present, the pressiure 
of surplus funds and limited outlets has been by no means 
insignificant. 

One or two of the Big Five, have always held a small 
proportion of their funds in Improvement Trust, Port Trust, 
and Municipal Bonds. Only two among them make a separate 
return. Their proportion was 4 per cent, in 1926 but has 
risen well above it recently. A much more significant 
development has been the changed attitude towards 
industry. Four of the Big Five have increased their 
proportion of funds invested in debentures, shares and 
stocks of joint stock companies. Two per cent, only of 
deposits in 1924, the level stood in 1938 at about per cent. 
The implications of this tendency are examined in the 
following section of this chapter. 

Cash 

Banks seek safety partly in highly shiftable assets like 
loans to the bill and money miarkets or in actual cash. 
The cash ratio of Indian banks as a whole is generally 
much higher than in the United States or in England. 
British Banks adhere to a ratio of approximately 10 per 
cent, from which only moderate departures take place 
from time to time. The cash-ratio tends to average to the 
same level in the United States but fluctuations round the 
average are apt to. be much wider. Between 1929-37, .the 
United States iatio has moved bet^yeen/ a substantial 
margih of'S'-6 per cent, to IB *7 pier cent, 'i^e relatively 
InW^iG^riEi^d Briti^ clearing banks is easily explain^ 
by 'tii» pIicfe 'Whid& call aiifl short loans occtq>y 
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in the assets. The lower cash-ratios of the United States 
are perhaps justified by the large volume of call-loans 
offered by banks to the stock exchange. Perhaps, the 
country which is most similar to India in this respect is 
France where about 20 per cent, is the normal ratio. The 
need for such a high proportion is explained largely by 
the extent to which coins and notes are used in ordinary 
transactions. But there also exist important differences 
between France and India which deserve careful notice. 
Banking in India is concentrated in a few large urban and 
industrial centres where the cheque habit is much more 
developed than elsewhere. In France, banking facilities 
have been carried to the remotest villages which makes 
need of cash much more urgent. The situation is partly 
remedied by the fact that, in France, the scope for loans 
and advances is very limited while the habit of creating 
bills for even small transactions furnishes banks with a 
liquid asset which they can always use at the Bank of 
France or otherwise to replenish their cash. 

Among Indian banks themselves, cash-ratios show qxiite 
remarkable disparities. These disparities are partly due 
to policy and partly to the extent and character of the 
regions they serve. Banks which like the Bank of India 
confine their operations to a few large urban and indus¬ 
trial centres are always able to show a relatively more 
liquid position. Other banks like the Imperial Bank, the 
Central Bank of India, Bank of Allahabad, etc., which 
either belong to or have spread into the smaller places and 
the countryside, show large variations in their cash-ratios. 
Some of them adhere strictly to short-term finance while 
others venture into mortgage or long-temd business. The 
persistently low cash-ratios of the Punjab National Bank 
even in times of stagnation after 1930 indicates a large 
patticipation in long-term business. The Imperial Bank 
which by its charter or inherited practice is confined to 
short-tem business shows high but fluctuating ratios.. 
Other ban^s lie between these extremes inclined, largely 
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to short-term business but participating to a fair extent 
in long-term business as well.* 

Fixed Assets-f * 

Fixed assets consist of immovable properties like bank- 
premises etc. and the equipment of the offices. Obviously, 
they are incidental acquisitions and not an integral part 
of the business of banks as such. But several factors are 
apt to invest these assets with more importance than their 
intrinsic affinity to banking could justify. Many times, these 
assets fall into the possession of banks unsought because 
they formed the security of loans which have not been 
repaid. In the second place, it is a practice with many 
banks to undervalue them as a device for creating hidden 
reserves. On the other hand, many banks find in their 
valuation a means to conceal losses or bad debts. For these 
reasons this item in the balance-sheets deserves closer 
scrutiny than it would otherwise attract. 
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The disparities in the ratios of fixed assets are indeed 
remarkable. The Central Bank which acquired the impos¬ 
ing premises of the Tata Industrial Bank shows a substan¬ 
tial ratio. But banks like the Bank of India which depend 
on hired premises very largely naturally show much less 
significant ratios. More remarkable and suggestive than 
these disparities is the tendency of some banks like the 
Punjab National Bank to show an increasing ratio from 
year to year. 

Other Services of Banks in India 


. Besides the collection of temporary savings and their 
investment, banks in India engage in many other services 
some of which are cognate to banking while others are 
essentially non-banking in character. The years after the 
Great War witnessed a remarkable expansion of such non¬ 
banking activities in most countries. The impelling motive 
is the substitution of impersonal and therefore disinterested 
agency of banks in the place of individuals like solicitors 
and brokers who offer no doubt the advantage of greater 
adaptability and informality but cannot be expected to be 
always above self-interest. As the custodian of all financial 
interest, the banker indeed bids fair to take his place 
alongside the trinity of the family doctor, priest and lawyer.* 


As elsewhere, banks in India undertake transfer of funds 
by telegraphic transfer or demand draft as required. Each 
bank makes a minimum charge for the purpose—about 4 
annas per cent, while, for larger amounts, favourable rates 
are quoted. The schedxUed banks make use without cheirge 
of the agency of the Reserve Bank which in its turn makes 
use of the Imperial Bank and its numerous branches and 
pay-offices. 


Many banks receive valuable articles 'Whether ornaments, 
sectuities, etc., for safe custody and have built modem vaults 


* The btnb*Maiiafer in th^ moifiisil fa reoognfaed even in India ae an important member 
of local society |md hu activltiet are apt to extend much beyond hfa official narrow aidi^ 
It impeaJhatO nave been quite an ordinary oocorrme early in the preeent century to be cidlea 
in to drar up wills and to settle petty matrimonial squabbles. Indian basks have yet tb 
recognise the value of social contacts outside formal banking relations on the pert of their 
mesagen partfcularly In the snoflhstt. 

Commerce. May'27th 1908. 
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for the piupose.* The usefulness of such services in a 
country like India where people hold such a large part of 
their savings in precious metals and stones hardly needs 
any emphasis. 

Many banks imdertake to buy and sell shares, stocks, 
etc., on account of their customers. Advice on investment 
is a natural incident of such activities and banks employ 
suitable staff for this purpose. It cannot be said that banks 
have yet made any systematic efforts to build up this 
biisiness to the full possible extent. As pointed out else¬ 
where,! there is every advantage in banks replacing the 
individual broker in as large a part of this business as 
possible. In order to facilitate this development, the rules 
of our stock exchanges should be amended so as to permit 
at least scheduled banks to become members of these 
institutions. Many of our brokers could then find employ¬ 
ment as salaried officers of banks and be freed from the 
temptation of offering any advice but what should conduce 
to the welfare of the clientele. New flotations would not 
then find their course as easy as at present since a bank's 
support, although very decisive, will be obtainable only 
when the bank has carefully scrutinised the position and 
satisfied itself on all relevant points. The customer also 
will not have to pay a double commission as at present 
on the ground that the bank has to put through its business 
through a regular broker. 

Some of the more respectable banks have also ventured 
into executor and trustee work. The execution of wills 
is made a very difficult task in India by the complicated 
personal laws of each community and the proneness of 

. in the ment cmtw, the ** etrotig room ** of a beiik in Quetta whiefa accepted 

xegfnidital plate fbr eafe cuitedy was a mere lean to hhth room 1 At Peshawar* a bank had 
an anned guard at idght which was composed of a dosen wQd Fathans anned with ancient 
MumdeloMms and without dny amtmimtion. ’ Ho ammunition was known to have been 
supplied either within living memory I Feop|e, however* se^m to have^ been more honest 
than now. It is recorded how in Simla, a p^edxait IS years old could go to the Bei^ ^ 
Bengal with a dieque of Rs. 90^000, eoUeet 50 misceflaneous cooUes horn the local bnsar, 
place a bag contairmig Rs. 1,000 on each head and then lead the pmeesiion to ^e payee bahk 
without any guard and without any mUtmp, 

Commetoe. kh^ytfrrth ISOS. 

t dapter XX 
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parties to evade wills in their own interests by collusion. 
More laniientable is the state of administration of trusts 
in favour of widows, minors and charitable objects. The 
agency of banks for these purposes has an advantage 
which no other private agency can offer. Unfortunately, 
the work involves great costs and when banker’s costs are 
added to ordinary legal costs, the facility is hardly worth¬ 
while for any but big estates. Larger social ends may 
more than justify a lightening of legal charges when 
execution of wills and administration of trusts are sought 
to be put through the medium of banks. The banks on 
their part have also yet to make efforts to organise their 
work on a basis more suitable to the means and circum¬ 
stances of this country. 

Smaller Banks 

The foregoing analysis of the structure of assets and 
liabilities of banks is based on the balance sheets of the 
biggest seven or eight among Indian joint-stock banks and, 
for the last three or four years, the consolidated balance 
sheets of all scheduled banks. Of the aggregate resources 
of banks which have paid-up capital and reserves of Rs. 1 
lakh and more, the scheduled banks account for about 90 
to 95 per cent. 

Still, by their number and territorial jurisdiction, if not 
by their resources, the other twenty-five smaller scheduled 
banks and the non-scheduled Class B banks equal in 
importance the big scheduled banks. We have noted that 
they are responsible for banking facilities in as many more 
places as are covered by the bigger banks and that they 
claim as many, if not more, bank offices and branches.* 
In addition to these banks, we have .also to bear in mind 
the 525 and odd banks which have a paid-up capital and 
reserve of less than Rs. 1 lakh.t 

* CkVtM m, n>. 19 ; MI M; 88. 

t pp.84«l. 
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The following tabl^ anunmarlses the broad facts con¬ 
cerning all non-scheduled banks. 


December 1938 (flgurei in lakht.)* 
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The proportion of capital and reserves of Class B banks 
to their deposits has always been strikingly high. In recent 
years, it has continued to be as high as 27 to 28 per cent. 
It is obvious tiiat this merely indicates their incapacity to 
attract deposits on the scale of other bigger banks. It will 
be recalled that their growth has been generally growth 
in numbers and not in average size.* In'^1936, their 
capital and reserves averaged to about 2 lakhs per bank 
and their deposits to a little more than 7 lakhs. 

With borrowed resources limited in this manner, their 
employment of funds has to seek avenues which yield 
generous profits rather than conform to accepted standards 
of liquidity, etc. As much as 88 per cent, of their deposits 
is returned as invested in bills and loans which are as 
a rule the most lucrative assets in the balance sheets of 
banks. That such a high proportion should hold true of 
years of such exceptionally low interest-rates as the 
present suggests that either the loans are of the more 
lucrative and therefore risky kind or they are frozen to 
a great extent. Investments in government or gilt-edged 
securities are barely 12 per cent, of deposits and in some 
individual cases they are almost non-existent. The only 
bright spot in the picture is the relatively high ratio of 
ca^-balances. 

Most of the observations suggested by facts relating to 
Class B banks hold good on an aggravated scale fen* the 
500 to 600 other banks which have a paid-up capital of 
less than Rs. 1 lakh. Many of them! are really more money- 
lending institutions than banks. It is probable that the 
average capital and reserves of those banks which have 
capital and reserves between Rs. 50,000 to 1 lakh is nearer 
60 thousand than any higher figure and their deposits 
average to about 2 lakhs. In the case of banks whose 
capital and reserves fall short of Rs. 50,000, the average 
capital and reserve per bank is only about 15 thousand 
rupees and the average deposits about 65 thousand. These 
latter banlm number 477 as against 94 only of those whose 
capital and reserve fall between Rs. 50,000 and Rs. 1 lakh. 

• p.w. 
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As long-term loans form an appreciable part of their 
business, they depend very largely on their own funds. 
Time liabilities predominate in an overwhelming manner 
in whatever deposits they are able to attract. The pro¬ 
portion of current deposits seems to range much nearer 
one-quarter than one-third of the whole. It is usual for 
small banks in the smaller towns to have their deposit- 
liabilities composed almost entirely of fixed deposits. 

Their social and economic basis pre-determines the cha¬ 
racter and principles of their business. Many of them 
avowedly exist to serve the interests of particular castes 
and communities or particular classes of persons like govern¬ 
ment servants etc. It is a necessary consequence of this 
as of their small capital and reserves that most of them 
are imit banks. The bigger ones among them, those with 
capital between Rs. 50,000 and 1 lakh for example, may 
have a few branches but their essential limitation to and 
pre-occupation with local interests and local opinion mean 
inability to extend or adventure much beyond the outskirts 
of their home town or home province. 

Since many of them exist to meet the needs certain 
narrow communities and areas, it is inevitable that the 
personal element should predominate in everything. The 
bulk of fimds as in the case of Class B ban^ fiows into 
loans and advances. The needs of directors and their 
friends rather than impartial assessment of the merits 
of applicants, personal credit and paper security 
rather than tangible security these and other factors 
undermine the quality of assets held. Gilt-edged invest¬ 
ments are either insignificant or in many cases do not 
exist at all. As Section 277 L of the Indian Com|>any Law 
prescribes for every non-sdieduled baulking company a 
wyinimiim cash balance equivalent to at least 1/2 per cent, 
of time-liabilities and 5 per cent, of demand liabilities, 
the natural tendency of these banks is to hold as low cash 
as possible under the Act. In the light of these circunor 
stances, it should not be surprish^ if most of these banks 
are found in a chronic state of. frozen assets. 
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We have recorded already what a large part in the credit 
&cilities of this country is home by the loan-offices of 
Bengal and Nidhis and Chits of South India. While it is 
probable that the ancestry of these institutions could be 
traced to very early times, their modem history dates large¬ 
ly from post-Mutiny days. We may well conclude our 
present study with a brief description of the business and 
character of this undergrowth of our credit structure. 

Loan-Offices of Bengal 

The loan offices of Bengal are among the many offshoots 
of the permanent settlement which made land more valu¬ 
able there than elsewhere. Although the paucity or abun¬ 
dance of local money-lenders is a factor in their growth, the 
main influence determining their number and distribution 
is the productivity of land and ensuing demand for loans. 
Zemindars and superior classes of holders of land compose 
the chief clientele of these loan-offices. 

Their number at any time depends on the phase of the 
agricultural cycle and is maintained very largely by new 
births which more than counterbalance their continuous 
mortality. Of 782 loan offices which were in existence in 
March 1929, as many as 400 were launched after 1925-26. 
Their present number most probably exceeds 1000.* 

Their paid-up capital is generally small. In 1929, there 
were only five whose capital exceeded and only three whose 
capital was equal to, Rs. 1 lakh. As they attract deposits, 
the working fund is perhaps a better index to their financial 
status and utility. Of 381 loan offices in 1929 for which 
statistics were available, the working fund of 15 exceeded 
Rs. 10 lakhs and in the case of as many as 199, it fell below 
Rs. 50,000. The total working fimd of all loan offices was 
more than Rs. 9 crores. 

The longest period for which deposits are accepted rarely 
exceeds 5 years. The bulk of deposits is composed of short 
deposits Which are payable at 1 month’s notice and inteis 
mediate deposits which are repayable within 2 years. The 

• S44S. 
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Tfktes offered vary between 4 to 8 per cent, aa a rule. 
Unfortunately^, competition for deposits is sometimes very 
keen and touting and offer of absurdly high interest rates 
are a growing practice. 

Their description of business in their memoranda of 
association is apt to be in the widest possible terms and 
ranges from bus trafBc pure and simple to transport by all 
mechanically constructed carriers *‘in land, water or air.” 
Actually, the vast majority is chiefly interested in mort¬ 
gage loans against land and ornaments. The newer ones 
are developing loans against personal credit. There is a 
tendency also to give up the older practices of trading, 
Zemindari, etc., and the bigger ones like Comilla, Luxmi, 
etc., are increasing their proportion of liquid and purely 
banking business. The rates charged are apt to range in 
most cases between 12 to 18 per cent. 

The fact that the management is usually vested in practis¬ 
ing lawyers throws a great deal of light on their nature and 
business. On the one hand, the stimulus to the growth of 
loan offices is perhaps supplied by educated imemployment 
while, on the other, the knowledge of lawyers regarding the 
legal and financial affairs of their clients is the essential 
basis of their business. 

Nidhis and Chits of South India 

The Nidhis of South India are distinguishable from other 
credit institutions registered under the Company Law by 
three main features. Their share capital is paid by monthly 
instalments spread over a certain predetermined period. 
The paid-up capital is withdrawable at the end of the period 
when the Nidhi automatically ceases to exist. Finally, the 
members of the Nidhi are entitled to borrow against their 
share capital, which is tantamount to a reduction of capital 
and therefore the security of the creditors and is clearly 
contrary to the law and prindple of j<dnt-stock companies. 
Some of the Nidhis are now coming into line with the Com¬ 
pany Law on all these three major pointy out ’ of IM 
examined in >1928, tieven were r^port^ to have adt^ted 
the practice of other j|ointH>tock companies. 
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altra^ deposits. 218 out of fi total of 228 iu 1829 
a paid>up capital of 244 lakhs, deposits of 116 laldis 
and small reserves aggregating to only 31 lakhs. Many of 
them have fixed margins for their loans—80 per cent, against 
share-capital, 90 per cent, against deposits, 50 per cent, 
against jewels, 80 to 90 per cent, against gold and silver, 
75 per cent, against goods in godowns and 90 per cent, 
against government paper. That their main object was to 
meet the credit needs of the humbler folk is proved by the 
fact that the orthodox type has the same borrowing and 
lending rates. The source of profit is the fines and penalty 
interest levied on defaults and delays, and constitutes 
usually the perquisite or remuneration of the promoter and 
manager. 


With Chits, Chit Funds or Kuries of South India, we 
move furtherest away from modem credit institutions as 
such. The promoter who is more often than not a needy 
man of straw invites members to make periodic payments 
to him over a period of time which is predetermined. Out 
of the payments received from members on each occasion, 
an advance is available to a member in either of two main 
ways. In the auction Chit, the promoter himself claims all 
the collections of the first instalment. On collection of each 
subsequent instalment, the member who bids for the lowest 
amoimt receives that amount and the balance is distributed 
among the remaining fraternity. It is obvious that on each 
occasion, the most needy among the bidders will make sure 
of his loan by bidding for the lowest amount. In the Prize 
Chit, a fixed sum or prize is drawn by lot and the balance 
is disposed of in the same manner as above. When a 
member has once made a successful bid or drawn a prize, 
he drops out of all subsequent bids or draws and thus every¬ 
one is assured of his turn. It is clear that while the former 
type of chits may be described as “ useful institutions which 
have arisen under conditions of defective credit arrange¬ 
ments, 4xbbrbitant interest rates and faulty communica¬ 
tions,*** the latter is notiiing of a credit institution but a 
mbre lottery. Two grave itefects' vitiate all chits. The 

• P. MS. MfidfM Report. 
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amount»>t:eceiv<i4 uUiiMitelSr imndbferriniisr vaty hi an 
arbitrary manner. \^t >ia >mo]«, serious;'onee a member 
or particularly a promoter has received his amount, he has 
every inducement to wish and intrigue for a premature 
demise of the Chit. The Madrsfi Banking Enquiry Com* 
mittee were perfectly justified in their conclusion that ‘*no 
attempt should be made to foster their development if th^ 
show signs of dying a natural death.” 

m 

BANKS AND INDUSTRIAL FINANCE 

An industrial or commercial enterprise has a double 
financial problem. It has to raise adequate permanent 
capital to finance its fixed assets and to obtain temporary or 
seasonal credits, either of a self-liquidating character or to 
be repaid by a subsequent issue of more permanent capital. 
In so far as minimum stocks of finished goods or raw mate- 
rails, etc., have to be maintained to assure smooth, uninter¬ 
rupted working of an enterprise, these must be included 
among fixed assets and therefore financed out of permanent 
capital. 

Major Industries 

It is the traditional sphere of commercial banks to supply 
working capital to industries out of their short-term deposits. 
It is difficult to judge how far the Imperial Bank and the 
Indian joint-stock banks are able to render adequate finan¬ 
cial assistance of this kind. The main major industries to 
be financed in this maimer are jute, cotton, iron and steel, 
coal and a few others of less significance. l%ie enormous 
but compensatory variations in the cash and advances of 
tile Imperial Bank which follow closely changes in the 
agricultural seasons seem to indicate that steady but con¬ 
tinuously revolving advances sudi as these industries need 
do not form a large part of its assets. It concentrates more on 
seasonal movements of crops and raw*materials and less 
03 , the working capital requiriments of hidustry. The 
advances of Indian joint-stoi^ banks which do not riiow 
any seasonal ticend are. lamuinritiy used for finanring of 
the 8elf«Uquiditing but ever-fenewed needs of indtudry. 
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nude faelnre the Bnddnir liMjairy CoBunittee 
.^iF^hii subject may be presumed to throw 8<»iie light on 
lib existing situation. It was alleged that in making loans, 
banks are willing to take account only of tangible and easily 
realisable assets like stocks, etc., but not of block capital. 
They are not inclined to offer loans on personal credit and 
character although the offer of mere promissory notes 
enables them to include such loans in their balance^heets 
under the head “secured loans”. Margins as large as 30 
per cent, and much more are claimed and enforced against 
tangible and realisable assets. Many banks do not maintain 
the expert and technical staff required for a proper evalua- 
tion of assets and to that extent industry does not obtain 
the full advantage of its security. The rates charged are 
alleged to be more than industry can bear. 

Medium-sized and Small Enterprises 

It is much more certain that our commercial banks have 
not proved very useful in meeting the short-term require¬ 
ments of medium-sized and small enterprises. These 
industries are scattered far and wide all over the country 
and in the aggregate are as important, if not indeed more 
important, a factor in oiir national economy as the above 
mentioned major industries. They include rice, flour and 
oil milling, sugar refining, lac manufactme, mica mining, 
cigarette and silk manufacture, cotton ginning and cleaning, 
tea growing and manufacture, glass manufacture, brass and 
copper vessel industry, tanning and leather industry, 
blanket weaving and embroidery industry, etc. Many of these 
industries are reported as languishing for lack of adequate 
finance or unreasonably high rates tiiey have to pay for 
what finance is available from loan-offices, money-lenders, 
mahajans, Marwari bankers, exporting firms, middlemen, 
kaztdumdars, etc. 

It is an error to suppose that banks as big financial 
iiWtituttons must inevitably limit their interest to big 
indfutty * alone:. It is true that growth in the size of Ihe 
industrial and biafiness unit has been an important factor 
impelling^ if not foroii^, banks to abek .simikr txpmtOm. 
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But the very bigness of particular indwbriea hu made them 
so $rasitive to world factors that wise bankers seek an 
escape from too great a dependence on them into the better 
distributed risks of a smaller clientele not so vulnerable to 
these forces. In certain cotmtrles, big industry of its own 
accord has sought to release itself frcan the restraints of 
indebtedness to banks and has even added banking and 
financial functions to their own legitimate sphere. In the 
United States, the bulk of direct commercial loans is made 
to small or medium-sized firms, wholesalers, retailers, 
service trades, professional persons, etc. 

The distribution of advances in England is on similar 
lines though not on the same scale. We may take as a 
typical sample the distribution of advances of Barclay's 
Bank for the year 1935. Of the total advances of 155m £, 
about 8 per cent, went to farmers and the average size of 
the loan was in roimd figures £610. Retailers obtained 8*7 
per cent, of the total, with an average per head of £540. 
“Professional and private” advances i.e. loans largely for 
purposes of consiunption and perhaps dealings in securities 
took away as much as 35'7 per cent, and the average size 
of the loans was £450 only. For a country of the wealth, 
commerce and industry of England, it is certainly remark¬ 
able that more than half the advances of a leading bank 
should consist of small loans of this kind. 

These figures appear even more instructive when 
contrasted with the relative insignificance of the aggregate 
advances to heavy, big industries and their much larger 
per head indebtedness. Textile, Heavy, Coal-mining, Ship¬ 
ping industries obtained only 12*7 per cent of aggregate 
advances while the average size of loans to all these 
industries taken together was £8,500. Coal-mining support¬ 
ed the largest burden of i>er head indebtedness—£61 
thousand in round figures. Building which is sudi an 
important form of investment in all highly urbai^sed 
coimtries wav'^allotted 7*5,iNer cent-nf aB; adyiB U! ii S' ' '} ' 't he 
avVtage advalite mnounttng to £l,6b0. ' 
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- The Immense range of variation in the sizes of loans may 
now he judged from the fact that the average size of all 
loans was £774 only* 

Provisiim of Long-Term Capital 

Long-term capital required to finance the fixed assets of 
industry is derived from three sources. As in the earlier 
Stages of industrial development in other countries, capital 
subscribed privately on a family basis or from friends has 
played and still plays a large part in industrial ventures. 
The managing agency system originated in and is closely 
associated with this fact. Secondly, it is the practice in 
certain places to raise a larger or smaller part of the required 
capital by means of deposits which are generally fixed for 
one year but in many cases extend to as long periods as 
7 years. These deposits are naturally strictly local in 
character since their chief basis is the reputation for 
business integrity or social and caste affiliations of the 
management of mills. Finally, we have the more general 
and fast growing method of direct appeal to investors 
through prospectuses, etc. 


The method of direct appeal to investors suffers in India 
as everywhere else from two defects. The supply of capital 
is forthcoming not at a steady rate but in sudden sporadic 
waves. These waves occur at times when some events create 
such unusual states of mass expectation that the usual 
motives of prudence and caution are weakened and the 
investor surrenders to the lure of quick and large specula'- 
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tive profits. Ri the recent history of ci^ital issues in this 
country, the years 1920-21 and 1935-37 stand out as 
illustrations of this fact. Enterprises whether new or old 
have to wait for such golden opportunities or else raise 
capital in ways which are onerous.* 

A much graver defect of this system is the lack of 
guidance to the general run of investors. Even in a 
country like England in which there has always existed 
a large class of investors with means to invest who are 
accustomed to exercise independent judgment as to what 
to invest in, large quantities of capital run to waste. As 
the MacMillan Committee record,f the shares and deben¬ 
tures of 281 companies which raised on them 117 m£ in 
1928 had a market value of only 66 m£ in May 1931. As 
many as 70 of these companies had been wound up by 
that date and the capital of 36 others had no ascertainable 
value. If details of what happened to the flotations of 
1920-21 and 1935-37 in India were compiled, the outcome 
is not likely to turn out less ghastly. 

When conditions in the capital market are temporarily 
unfavourable or the requirements are only temporary or 
adequate capital willing to \mdertake risks is not forth¬ 
coming, the issue of suitable debentures is a legitimate 
method of raising the needed finance. It happens, how¬ 
ever, that debentures are not as popular in India as 
elsewhere. Among the more important causes of this 
backwardness are the vinfamiliarity of the general public 
with this form of investment, the preference of the more 
business and money minded classes for spectilative scrips, 
hea^^ stamp duties on debentures and on transfers of 
debentures, lack of confidence in all but the largest, 
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best4cnQwn and well'*established enterprises, the ensuing 
concentration of debentures in the hands of our potentates, 
merchant princes and other wealthy clients, and finally 
the avoidance of such investment by insurance and other 
cognate concerns with large investible resources.* 


The practice of raising capital by means of deposits fixed 
firom one to seven years is an outcome of local ties and 
confidence and its extent for that reason varies from place 
to place. The Ahmedabad industry depends on it most, 
indeed, to such an extent that neither fixed nor liquid 
assets of the industry can be used as security for loans 
from banks or from any other quarter without under¬ 
mining the whole credit structure.t Ihe Banking Enquiry 
Committee (1931) foimd that there had been no reduction 
in the total of deposits received by Ahmedabad textile mills 
during the previous 25 years. It is still a point worthy 
of consideration whether continuance of the system is not 
fraught with grave dangers, particularly in times of 
depression. These deposits have been described very 
appropriately as fair weather friends, attracted by generous 
offers of interest but likely to fall into a stampede at the 
slightest approach of danger. Their replacement by share 
or debenture capital is much to be desired as abrogating 
a weak link in the industrial structure of the coimtry. 

Cmnmercial Banks and Industry 


Banking funds reach industry through several channels. 
There are in the first place, short term advances made 


* ST8-75. Bankiiig Inquiry Committee** Rq[>ort. 
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directly. Secondly, a good deal of conunercial or instid- 
ment i>aper which banks discount results in financing 
industry either directly or through intermediaries. Loans 
given to brokers or customers to enable dealings in or 
holding of stock exchange securities ultimately find their 
way in a similar manner to these enterprises as share 
capital or other kinds of capital.* Finally, direct invest¬ 
ments by banks in industrial scrips or temporary loadings 
which occur in the course of underwriting or issuing 
activities are apt to reach large or small proportions 
according to the traditions of each banking system. 

It is not a matter of indifference whether these funds 
reach commerce and industry through one channel or 
another. If direct loans give place to indirect methods of 
finance, industry is released from the healthy check and 
experienced gmdance of bankers who in their turn must 
also suffer from loss of direct contact. If loans to brokers 
and customers take the place of direct investments in 
industrial and other scrips, banks are automatically 
involved in the severe speculative waves of stock exchange 
dealings. Not only the technique and methods of bank 
finance have then to be re-adapted but the quality and 
stability of the banking business as such tend to alter in 
an important manner. 

It is a tradition, particularly of British thought on the 
subject to distinguish broadly between short term and 
long term finance and to argue that deposit banks should 
limit themselves to the former. The policy is partly 
justified by the natural rule of prudence that short term 
deposits—and British banks are known to hold particularly 
large proportions of short-term deposits—should be used 
to finance short term requirements. Besides, there is also 
the feeling that' short term finance assures safety in a 
manner and to a degree ^yhich cannot he expected of long 
term finance. It is necessary to analyse this belief carefully 
so as to place kidustilal financing in its proper perspective. 

It is sdf<^deht tiiat tiie banker does 'nbt and <ninn(A 
seek an ultii^ti^' os' such. His prints are 

*auiiim JOu » '■ ■’ ' 
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taiaod only by continuous repayments and continuous 
re>investment in such a quick succession that only 
a minimum of his resources is idle at any timp, 
From tile standpoint of maintenance of a steady 
social output, a repayment means a successful ad¬ 
vancing of goods to a further stage of production and 
a re-investment means acquisition of materials from an 
earlier stage for further fabrication. A failure to repay 
means that goods have been created which are not able 
to find a market and a failure to re-invest means an 
accumulation of idle stocks which fails to be absorbed into 
the productive process. In case of failure at any stage, 
adjustment has to take place by a fall of prices at all 
earlier stages and distribution of incidental losses through 
the production and banking structure. Looked at in this 
way, the difference between short-term and long-term 
finance reduces itself to the simple fact that a short loan 
involves estimation of the possibilities in the very near 
future only. A long-term loan raises more complicated 
questions. The banker must estimate in the first place the 
prospects of a particular industry over a long period and 
secondly the prospects of the particular firm with refe¬ 
rence to its own special circumstances. Even if mistakes 
are detected, there is but limited opportunity for periodic 
revisions of judgment, once the investnuent is made. 
Besides, when an enterprise is new, a relatively long 
period of incubation and immaturity must elapse before 
the investment will bear fruit. In the case of a tea garden, 
for example, production does not commence till after the 
expiry of four years from the laying out of the garden. 
For some other industries, periods of ten and even twenty 
years may be necessary. Hence, even when investments 
are prudently undertaken and properly diversified, sporadic 
and Individual factors may land the banker into serious 
embarrassment. 

It is onty in this sense that we can ascribe ** liquidity ” 
to ti^ ^ort-term advances of a bank or banking sirstem 
and daitn ,**a aolid residium of truth in the older docMne 
that the banking system is less vulnerable and more stfble 
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if tile individual banks are in a genuinely liquid condition.” 
There is, however, another sense in which the word 
" liquidity ” is sometimes used. The assets ci an individual 
bank are described as liquid when they can be readily 
exchanged for cash. Government securities for example 
are specially prized in this country as assets of this kind. 
Since government themselves are not expected to repay, 
it is clear that liquidity means here a high degree of 
marketability or shiftability . This shiftability has its own 
well-marked limits. An individual bank can dispose of 
its assets to the public or to another bank; all banks taken 
together can shift them within the limits of law and 
practice to the central bank, if one is in existence. In 
certain circumstances, the banking system of a country 
may be able to invoke the aid of foreign banking ^sterns 
for the same purpose. But except within these limits, 
there is no such thing as liquidity for the banking system 
as a whole, whether the phrase is understood in the first 
sense or the second. If every bank were to decline to 
renew its loans or to endeavour to place on the market 
its assets on any substantial scale, a complete break-down 
of the economic system could be the only result. 

Although loans to finance fixed assets of industries are 
not liquid in the first sense, the shares and scrips repre¬ 
senting them are certainly liquid in the sense of shift- 
ability. This shiftability, however, is apt to hold true in 
many cases only in the literal and not economic sense. 
For reasons discussed elsewhere, grave instability of values 
is almost inseparable from scrips which figure in stock 
exchange dealings.'^ Recent experiences illustrate very 
forcefully the waves of appreciation and depreciation to 
which thi^ industrial investmente are prone,. The index- 
nwnli^r of n^ax^mp p^ces ordinary shares, stood at 
alx)ut 102 in 1929, fell to 58 hi 1932 and fiared upto 128 in 
1937. Considering minimum prices, the index-number was 
83 in 1929, 53 in 1931, 37 in 1936' knd 108 m' 1937.t Bven 
nibre iliitrinit^ life KisfoTiy A-bank- are the 

tr.w. -■ 
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of investments taken over by the Central Bank 
of India front the Tata Industrial Ba^ The following 
figures i^eak for themselves. 


No* of- 
Slums 

Name 

Pd**up 

value 

MET^ue 

b> Dec. 
19M 

l^toket value 
Dec. 1989 

84878 

Tata Iron (2nd Pref.) 

100 

20 

184 8 0 

11562 

Nira Valley Sugar Co. 

100 

1 


828 

Tata Power Co. 

800 

95 

1876 4 0 
(Pd.-up 1000) 

18250 

New India Assurance 

25 

11-12-0 

85 2 0 
(Pd.-up 15) 


If ultimate solvency were the criterion of sound baking 
few banks need fall into difficulties on the ground of 
industrial finance. Unfortunately, banking business is 
different from all others because it has to be solvent every 
minute of its existence. 

These difficulties which are partly economic and partly 
technical are sometimes held to suggest an inevitable 
bifurcation of the banking system into separate institutions 
for short-term and long-term finance. There is, however, 
hardly an example in economic history where such a 
separation of banks has existed and has expedited indus¬ 
trial and economic progress. On the contrary examples 
of countries which adopted mixed banking and hastened 
their industrialisation are miore numerous.* The excep¬ 
tions are not countries which have a bisected banking 
sjHitem but coimtries like England in which an independent 
class of investors with means and judgment to invest 
ante-dated a commercial banking system vffiich grew on 
industries already in existence. Prudence, therefore, sug¬ 
gests that we should analyse in detail the exact strong 
and l^eak points in mixed or integrated bkn^g before 
sa^pN>rting1^e alternative offered.' ' 

. T^ere ^ould be .no question but that Umg’term invest 
mentSef^bl^d'npt be financed fo apy a|ifep|abl§ eisfpn^^ottt 
of short-term d^)osits. In other words, banks whi^ mbark 

• MM.llilluCiiaBdttM'kBqiert.pwM.aWl.tlS fn iipSjWr. . . > 
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<m isductrial finance should take care that such invest* 
meats are well within the fixed and l<mg-tetm funds at 
their disposaL Expansion of such activities idiould be 
inreceded by an adequate proportion of capital and reserves 
and acquisition of funds on a longer basis than suits the 
book of ordinary commarcial banks. That this proportion 
need not be excessively high is proved by the Banque 
D’Affairs of France whose ratio of capital and reserves to 
deposits has been well within 30 per cent, and is about 
three times as high as in the case of ordinary commercial 
banks.* 

Sources for such funds are by no means insignificant 
even at present. A in’oper scheme of co*operation betwe«i 
government, the Reserve Bank and commercial banks 
should release large fimds for use in industry which are 
at present either idle or are diverted into less useful 
channels. Postal cash certificates issued by government 
for example absorbed about 35 crores between 1920-30 as 
against a net increment in paid-up capital of joint stock 
companies of 150 crores. Between 1930 and 1937, joint 
stock companies showed an increment of about 29 crores 
only as against 26 crores attracted into cash certificates. 
It is perhaps undesirable that such large funds should be 
absorbed by government when certificates and debentures 
of well-established banks could as well serve the purpose 
of attracting into productive channel these dormant 
resources. Precedent for such a departure exists in 
Switzerland where commercial banks issue debentures 
of 3 to 5 years, chjuiges in interest rates being regularly 
notified to and approved by the Swiss National Bank. 
Power to permit the issue of such debentures and the rates 
at which they are issued may well lie with the Reserve 
Bank which should be the best judge of the character and 
policies of the banks concerned. The ^ent to which 






m ' lioBXBN Bi^ooKo m yaam > ( 

iikdUBtly rateeb d^pital in tile lc»nn of deposits dn. tortain 
tttrts of the country points to another source' of funds which 
has riot been yet fully tapped. Another indication’ in the 
same direction is the recent rapid growth in savhigs 
accounts of many important banks. The creation of this 
facility has for its object the extension of the banking 
habit to lower income-classes and its astonishing success 
id post-war years in many advanced countries like the 
United States, Sweden, Norway, etc., should leave no doubt 
about its future in India as well. The average period for 
which deposits are fixed in India is much longer than in 
many Western countries, and decidedly longer than in 
England where shorter deposits, perhaps as short as 14 days, 
form the great bulk. The adaptation of the structure of 
certain Indian banks so as to fit them for venturing into 
the field of industrial finance should not for these reasons 
be found materially difficult. 

Participation of commercial banks in industrial finance 
and flotations offers certain advantages which should not 
be under-rated. In the case of established industries, their 
usual business of short-term finance brings them into 
contact with their own special problems as well as the 
problems of allied or dependent industries. Through their 
large number of branches and through their connections 
with all markets and lines of business, they are able to 
judge the proi^cts of each enterprise against a compre¬ 
hensive perspective of the economic milieu as a whole. 
No other agency is better qualified to offer advice and 
guidance on long term policies, on questions of extension, 
amalgamations, etc., and no other agency is better situated 
to bring appropriate pressure for their adoption. While any 
tendency on the part of banks to manage industry is to be 
d^recated, their supervision of and informal association 
with the financial policies of industry tiiould certainly 
redound to the benefit of the large investing public whose 
enforced or voltmtary abdication of functions iand respon¬ 
sibilities is a standing reproach and scandal of the so-dalled 
‘‘financial democracy” of joint stock enterprise. 
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In the caae of new enterprises, their active partici^tion 
may prove even more beneficial. The gravest defect of 
the present system of investment is. the absence of any 
reliable guidance Ho the investor. Tbe stodr-exchanges 
are more a barometer of fears and hopes about the futvure 
generated by the passing events of the present than a 
balanced long term view of the future itself. Unlike’ 
individual brokers or firms of stock>brokers, banks are 
immortal institutions with reputation and traditions to 
maintain. They are imlikely to give the prestige of their 
support and recommendation to doubtful issues, still less to 
underwrite tibem. Banks can afford to gather information, 
maintain records, employ specialists such as may not be 
expected of small firms. 

It is sometimes suggested that the check of a single bank 
which supplies both short-term and long-term finance may 
not prove as efficient and impartial as the multiple check 
of one institution which supplies fixed capital, another 
which supplies short-term finance and so on. The suggestion 
springs from two assumptions both of which seem groimd- 
less. It is assumed that the parties which supply fixed 
capital or are connected with it exercise some check at 
present. As a matter of fact, neither investors nor stock- 
exchange authorities are to any degree effective. In the 
second place, it is taken for granted that participation in 
issues and flotations means a permanent connection with 
individual enterprises. As a matter of fact, the ideal should 
be as rapid a change in the composition of the investment 
portfolio as market conditions and circumstances permit. 
The ultimate holder of securities should be the public and 
not banks—^the latter only correcting the tendencies of 
investment to occur in sporadic waves and other defects. 

There is nevertheless a danger that while a bank holds 
an interest in the fixed assets of an enterprize, it may be 
tempted to offer much more short-term accommodation 
than a strict view of the circumstances and ordinary business 
caution Will Justify. Similarly, capital extensions might be 
undert^en n^ore in the hope of mrtricating itself firom 
unwise commitments whether on account of short or long 
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loans than to place the concern on sounder footing as such. 
It will be seen later that complications or suspected com* 
filieations of tiiis kind lay at the root of the ultimate 
disasters which overtook the People’s Bank of Lahore, the 
Bank of Burma and the Tata Industrial Bank. But on 
closer analysis it will be realised that this is a danger not 
of combination of short*term and long-term finance as such 
but of the interlocking of authorities. Even today, the men 
who sit on the boards of our commercial banks are generally 
men who have deep stakes in the industries of the country. 
As the aforesaid failures revealed, the men and concerns 
which were responsible for banking ventures were more 
often than not the very men and concerns which sought to 
pioneer industries in this country. The ultimate cause of 
this interlocking is partly the paucity of high business 
talent as such and partly the circumstances which confine 
access to economic power and experience to a few families 
or narrow social circles. Until it is possible to enforce a rule 
that officers of banks may sit on the boards of companies 
as representatives of banks and in no other capacity, an 
alleviatioiv of our present difficulty could be sought in 
associating as a rule more than one bank with any issue. 
Such consortiums have been common in Germany and they 
are to be desired not only as supplying a multiple check 
but as enabling a wider distribution of risks. 


Post-war changes in the outlets for banking funds are 
putting pressure on banks in the same direction. Even in 
a coimtry like England, industrial and commercial advances 
of banks are becoming a diminishing proportion of the 
whole and it is only an expansion of “ other ” loans which 
has enabled them to maintain their advances somewhere in 
the neighbourhood of their accustomed volume.* The 

* British Clearing Banks. 

(Percentage of Total Advances). 


Industrial and Conuneicial 
Advances 

1929-80 

85.5 

1986 

47.8 

1987 

46.8 

e.i. Textile, Heavy 
Agriculture. M*****lg. 

**Othef Advance!,** 

44.5 

58.8 

58.8 

Loc. Govtt, Fula» 
General. t7ti. Aitottie* 
mcntsXShiOMitCliliicliai. 
Charily 
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causes which have brou^t about this situation vary from 
country to country. In some, direct investment has received 
a severe check on accoimt of the complete break of values 
in the crisis of 1929*30 and 1936*37 and fixed depoidts are 
much preferred to shares and equities. In others, as we 
have already said, industry raises its working capital 
directly, seeks to increase the rapidity of turn-over and 
maintains smaller stocks—in order to escape dependence 
on banks. This should explain why in some countries loans 
to brokers and customers for security dealings grew so 
rapidly and in others, large funds were driven into real 
estate loans. It may well be that in these countries, indus¬ 
trial finance may assist banks to create new outlets for 
investment and at the same time restore direct touch 
between banking and industry. As the MacMillan Com¬ 
mittee say very truly, “in any community which wishes 
to keep in the van of progress, the financial and industrial 
worlds should be closely integrated through appropriate 
organisation.”* 

We have already noted how the problem of out¬ 
lets for investment of funds which was already acute 
in pre-war times has become seriously aggravated in post¬ 
war years.f There is some evidence that banks are chang¬ 
ing their investment policies in the direction of industrial 
finance already. Of the Big Five, the Allahabad Bank does 
not venture into any investments except government 
securities. But the other four have been gradually increas¬ 
ing their investments in debentures and ordinary and 
preference shares, of joint-stock companies. About 2 per 
cent, only of their deposits in 1924-25, the proportion has 
risen steadily to a little above 5 per cent, by 1937-38. This 
is certainly a very conservative position since the capital 
and reserves of these banks are apt to be above 9 to 10 per 
cent. A reference to the balance sheets of Banque D’Affairs 
wUl show that their investments and premises are almost 
identical in amoimt with their capital and reserves^: A- 

• Fan. ass. 

t F. IBS. 

t f ooUnotof * pa 167. 
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litHi more than two-thirds of their deposits are invested in 
short-term finance i.e., discoimts and advances which s^ows 
what a large part ordinary commercial banking plays in 
their activities even. In absolute figures, the industrial 
stake of our four big banks is very small, being about 
crores in all. But the steady increase from i a crore only 
is certainly a pointer. Even this small amount, if it is con¬ 
stantly turned over from one scrip into another is not 
insignificant since, except in years of investment booms, 
the net increment of paid-up capital of joint-stock companies 
rarely exceeds 5 crores in a single year. 

Industrial Banks and Small Industries 

In consequence of the foregoing facts, it would be otiose to 
discuss whether long-term finance for big industrial enter¬ 
prises could not be better supplied by a special type of 
banks. Proposals have been made by the Central Banking 
Enquiry Committee* and by others for provincial or all- 
India industrial eorporations. Although the Conunittee does 
not indicate the desirable amount of share capital, and 
merely suggests that debenture capital should be twice the 
amount of share capital, it is to be presumed that such 
corporations are intended to have quite large resources. 
Now, as we have already seen, even industrial banks depend 
for their success and profits on quite a large proportion of 
short-term resources and short-term finance. In the present 
circumstances of the country, such large, short term 
resources can be acquired only at the expense of existing 
commercial banks. Such proposals overlook the basic 
fact that the question of industrial finance, whether 
jfiiort-term or long-term, has arisen here as elsewhere out 
of the paucity of mobilisable capital of both kinds. A 
multiplication of institutions presiunes on the other hand a 
relative abundance of funds. It is the basic justification, 
central object and outstanding merit of mixed or integrated 
banking ti^at it enables a coimtry to make an economic and 
intensive use of its limited capital resources. 


* Fmm, Ml to 41S 
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Althbugh specialised industrial banks might not be feasible 
or desirable for large enterprises, it may be that they have 
important services to perform towards small or cottage 
industries. These industries labour under certain special 
difficulties which repel the bigger banks from supplying 
them either short-term or long-term accommodation. Their 
shares and stocks, if they exist, have hardly any market 
and cannot be easily marketed, should need arise. Controlled 
by relatively obscure managements and existing in scattered 
and obscure places, the technique of financial aid and 
supervision has to be on a different scale and altogether 
different in character. Their problems of marketing are 
more difficult and urgent than those of production. 

The history of such banks as have been floated illustrates 
well these various difficulties. Of the 8 industrial banks 
which were traceable early in the post-war year 1923, four 
have disappeared. The small size of one gave it the much 
needed obscurity in which alone irresponsible finance and 
fraud can thrive.* Another started well with a substantial 
capital but soon resorted to doubtful practices with the 
object of collecting deposits.! The interlocking of the Tata 
Industrial Bank with Tata enterprizes and the impatience 
of the shareholders accounted for the disappearance of the 
third and the greatest Indian enterprize in this line. The 
birth of a fourth which was a small bank was registered but 
its demise seems to be lost in the massive banking morality 
of the country. 

The industrial banks which existed in 1936 and for whicH 
some information is available suggest some important 

. . * Indtifltrial and BecImimw Bank of India, Bombay: (1990-24) Paid-up oarital 9.8 
l^chg. It atartad btandiiaa at Kmadii, Sur^ Fbsttl^ Kapurthala, and Rawalpindi. When 
we bank doeed Ita dooti, the dd>ton at luoaohi were untiaoeable. The manager of the 
Sur^ brandi waa found to have used bank*a funda for hia ovm purpoaea. Of the total debt 
of 1 lakha at the head-offloe, half the amount had been advanced to peraona who beoame in* 
aolyenta. Oneofthedlreetonwhohadftdeoraefor 87tiiouaandagaiwhiBiiledtoGemiai^ 
before the font balanoa-iiheat waa out and ^ oo-aigiiotoilea proved paupera. The bim 
underwrote the diarea of the Solar Aaauranoe Go., but they could not be aoM. 

t Calou^ ]teduatrial Baiik» Calcutta: (1919-98) Pald-im OMdtal 79 lakha. Someeallfl 
werenotpaMMlateaaimaaddiaieahadtobeeonaOaoatedr It floated the Marwart 

ConunereU Bairic--4Mf payfot ttfi entire capital of 75 laldia: Secretary, diieotOM, ete. 
were Idenlieal. The oMeel waato coUeot depodta and boeineaa for both banka but pia none 
wen forthoomlng, a peWfon for wlndfof -19 waa ifled in 1999, 
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inferences.* Of these, only three are really noticeable. It 
is not perhaps surprising that their essentially local charac¬ 
ter should be reflected in their small size. The five 
important Banque D’Affairs of France had in 1936 merely 
a quarter of the capital and reserves of 8 big deposit banks 
of the country and their aggregate resources including 
deposits were only a little more than 1/llth. But these 
industrial banks of India could not be compared even with 
these Banque D’Aflairs. What is more siirprising about 
Indian ventures in this field is their inability to attract or 
retain deposits. The Banque D’Alfairs in France depend on 
borrowed resources to the extent of two to three times their 
capital and reserves. Except in one instance, the deposit 
resources of Indian industrial banks hardly deserve notice. 

It is clear that industrial banks as such are not 
able to create the necessary confidence in themselves. 
Indeed, the experience of certain provincial governments 
about such long-term assistance as they gave under State 
Aid to Industries Acts seems to give justification for such 
lack of confidence. In Madras, in Bihar and Orissa and in 
the Punjab, the tale is one of uniform losses of the major 
part of the capital supplied.t It is here that a proper 


1086. (in lakhs.) 



Capital & 
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Loans 

Government 
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Rmerves. 

Fixed. Current. 

Cash 
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and other 

Assets 





Advances 

Securities. 


Industrial Bank of 







Western India 

80 + 0 

00 . 12 + 2.74 

8.28 

28.0 

6.88 

2.26 

Karachi Industrial Bank 

60 + 1 

2.62 

.87 

88.8 

... 

86.18 

Simla Waalrlty and 

Industrial (3b. 

8 + 2 

26.0 + 8 

8.6 

21.2 

18.8 

4.0 

Luxmi Industrial Bank 
Raikut Industrial Bank 

1 + 1 

10.0 

0.4 

8.8 

... 

8.6 


8 + 0 

0.1 

... 

1.0 

... 

1.6 

(Texpur) 

0 . 8 + 0.7 

8.0 + 1 

1.0 

8.0 

... 

.8 


(Kamani Industrial Bank. 

(March 81st 1087: in lakhs.) 
Capital ... ... ... 60 

Customer's Accounts ... ... 8 

Other liabilities ... ... 10 

Fixed Assets ... ... ... 00.8 

Investments ... ... ... 38.0 

Investments ... ... ... 28.0 

Bnis, Loans, etc. ... ... 88.0 

Cash ... ... ... 00.8 

No dividends have been dedaied between 1088-1088. 
weft'as under (in lakhs) 

1028 84 

1080 . 88 

1081 . 18 

1088 . 88 

1086 . 8 

t Inquiry Commitlee* Rqport, pp. 806^. 
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integration of the bigger commercial banks and small 
industrial banks is likely to confer great benefit on the 
country. On a basis of affiliation with approved industrial 
banks, the bigger banks, while limiting their direct aid to 
short-term finance only, could supply through their branches 
the necessary expert guidance and knowledge in industrial 
banking. The known co-ordination of relations between 
them will ensure proper regard for banking practice and will 
tend to create the necessary basis for public confidence in 
the smaller institutions. 


rv 

FINANCE OF FOREIGN TRADE AND 
EXCHANGE BANKS 

Foreign trade between two countries is financed largely 
by means of bills of exchange drawn by the exporter on 
the importer, with banks as intermediaries to purchase or, 
in due course, to collect them. The financing of the foreign 
trade of India is distinguished by certain special features 
which we now proceed to note. 

(1) The bulk of this business is in the hands of non- 
Indian bemks, popularly known as exchange banks, of 
which there are now nineteen. Two of these are concerned 
largely with tourist traffic. Of the rest, five have a consi¬ 
derable portion of their business in India while the other 
twelve are only branches or agencies of big banking 
corporations doing the major portion of their business 
outside India. 

Indian joint stock banks have little share in this business 
unless the exchange bank concerned has no branch in tiie 
interior of the country and the financing of the export or 
Import business has, for that reason, to be split into two 
tra^ctions—the financing from or to, the Indian port to, 
or from, the upcountry distributing or collectipg centre and 
the financing from the Indian port to foreign port or vice 
versa. Indian exporters or importers naturally prefer the 
financing to be arranged by a single agency as being cheaper, 
but iii the absence of an i^>-country brandi of the exchange 
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bimki the first part of the financing is generally xmdertaken 
by the Imperial Bank of India, the Indian joint stock banks 
and the indigenous bankers in the case of exports and in 
the case of imports, by commission agents, shroffs and Indian 
joint stock banks. Demand draft is the instrument usually 
employed by Indian banks for this purpose. 

It is difficult to estimate the actual share which Indians 
hold in this business. A part of the import trade is arranged 
with documents made out in the names of Indians instead 
of exchange banks as a matter of convenience but the 
financing is really done by non-Indians. There is also some 
trade which is handled without the intervention of exchange 
banks. Allowing for these two factors, the share of Indians 
has been placed by competent observers at about 15 per 
cent., and according to the testimony of the Exchange Batiks, 
it is a share which is slowly growing. 

The loss to this country from the predominance of the 
exchange banks is not confined to the financing of foreign 
trade as such. Other incidental losses have also to be 
reckoned in. There is reason to fear that branches of 
exchange banks, opened though they may be, at the request 
of Indian clients encroach on the financing of domestic trade 
as weU. The cheap deposits raised by exchange banks place 
them in a strong competitive position which is further 
reinforced by the natural tendency on the part of their 
customers to open and keep accounts with them. Besides, 
exchange banks have been accused of compelling Indians 
to insure their goods with foreign companies on the usual 
grounds, which however plausible on their face, cannot 
but limit the growth of Indian enterprise in this field. 
With their practical monopoly of this business, it should 
not be surprising if non-nationals in the export and import 
bu^ess of this country are encouraged by them with the 
oiler of better facilities, etc.* 

(2) The Indian exporter draws bills, usually of 3 months 
usance and rarely longer, against credits opened by the 
buyer with London banks and advised to India throu^ the 
medium of an exchange bank. Our export bills are as a 

* CenitMl Banking X^nlry Committee. Report IIM. 
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rule in sterling although in the case of Japan and China 
they are in terms of yen and rupees respectively. Since 
these bills can be and are usually discounted in London 
with the endorsement of exchange banks, the negotiating 
exchange bank here gives the foreign importer the benefit 
of the low interest rates of London. It is very unusual for 
an exchange bank to hold these bills till maturity except 
in times of abundant funds or slack trade in India. It is 
also unusual for the Indian exporter to entrust his bills to 
the banks for collection since it means waiting for funds 
till they fall due. 

In the case of our imports, things work out dififerently. 
A small part of our import trade is financed by London 
banks’ acceptance of “ house ” paper. 'This means that bills 
of a foreign exporter who has got the requisite standing to 
draw on a bank in London, are accepted by it and returned 
to the exporter to be discounted in the London money- 
market. The importing agency here which is usually a 
branch of the London exporting firm thus obtains the 
advantage of lower London rates. Since, as we shall see 
presently, the Indian rival of the importing agency is denied 
the same advantage, the procedure places him at a disad¬ 
vantage in his competition with the British or foreign rival. 


The bulk of our import trade from Western countries is 
financed by 60 days’ bills drawn on the Indian importers.* 
The London banks which buy or advance funds on them 
in London, send them for collection to India. Although the 
bills are drawn in sterling and although they are held till 
maturity, the benefit of lower London rates is not given to 
the Indian importer. These bills have an interest clause 
under which the importer here is made to pay interest at 
a stated rate, xisually 6 per cent., from the date of the bills 
to the approximate or estimated date of arrival of return 
remittance in London. The local drawee has to find local 
currency to cover not merely the sterling face amount of 
the bill but some thing more to purchase the additional 


* Cf. * Tim* T-*— 
■LAd Umn h alto 
MHfi m Ukkm 

muk And SoAi Alfo & 


.aie tititaUy dmwn la Itidia at three aioiit|te* 

koi^t* Mper dnwD. buinotmaiviia aioam* 
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anotOUht of sterling required to cover the interest. The 
dr«e^r abroad eventually receives the face amount of the 
bill plus interest at the agreed rate.* The rate is raised when 
the Bank of England rate rises above 5 per cent.t 

From the standpoint of the banker, the substance of these 
two operations may be put in this way. The discounting of 
the Indian exporters’ bills in London releases funds imrne* 
diately for transfer to India. He prefers to hold the British 
exporters’ bills till maturity i.e. lock up his funds in India 
because they earn for the whole or the unexpired portion 
of the maturity a rate of interest higher than what any 
money market in the West can offer. 

This difference in practices relating to export and import 
bills, calls for some explanation. It is logical that bills 
on India which may have to be discounted in India should 
bear the higher interest-rates of this country. But as a 
matter of fact, these bills are held till matinrity and sent 
to India only for collection. If instead of negotiating these 
bills, the London banks only accept them as in the case 
of “ house-peper,” cheaper London funds could be made 
available for the benefit of the Indian importer.J 

Since the bills are in sterling, the question arises how 
the sterling amoimt is to be converted into the local 

* Cf. ** InteTest U usually ooUeeted from the Indian acceptor for the estimated period 
the bank In Ix>ndon is out its money, and, if the bill is paid before maturity, interest is 

adjusted accordingly.It is difficult to say why some Indian acceptors willingly acquiesce 

in the interest charge in the interest bills, while others refuse to pay it. The reason according 

to some bankers, is to be found in the rules of the different castes.the dawer on this side 

is not the loser, and where he pays the interest himself he doubtlesa recoups himself in the 
price he charges for the goods, so it comes to the same thing in the end. ** Weastem Exchange 
Cuiraoy aro Finance. Spalding. (Pittman. 1990 8rd edition.) P. 84. 

t In 1920, it was 7 per cent, fbr the greater part of the year and 7^ per cent, firom the 
middle of October to the end of November. The Bank of England rate was per cent 
Central Banldng Inquiry Report. 1981. P, 817. 

t The difference between an ** interest bill *’ and a banker*s acceptance depends on the 
level of interest rates in London. Take for example a bill on India at 8 months sight-—the 
mailing time being 15 days each way. 

(i) Cost of interest bill. 

£ 8. d. 

Interest for 190 days at 6% on 500 ... ... 0 17 8 

Indian Stamp duty ... ... ... ... 0 5 0 

Total ... 10 2 8 

(if) Cost under aoceptaaoe eredtt. 

Aco^tanoe oommlssion at li% per annum ... 9 10 0 
Discount for 190 days at say, 8% ... 8 6 8 

Stamp duty ... ... ... ... ... 0 5 0 

Total "e X 8 

IfthedisooiuitihteinLoiidonis 5 per cent, the latter ipstleoidd be Ii|*l«8i.e*neeiptniiee 
credit would be mote cOitly. 
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curriency for payment by the local drawee^ This is done 
by an exchange clause which is a special feature of the 
import trade with South America, India, etc. The 
exchange clavise is a phrase included in the bill to direct 
the method by which return remittance is secured in 
sterling. Its object is to throw the risk of any loss of 
exchange from the drawer to the drawee. Some bills are 
drawn with the clause “ payable at the particular Exchange 
Bank’s drawing rate for demand bills on London.” Others 
contain the clause “payable at the particular Exchange 
Bank’s rate for demand bills or telegraphic transfers on 
London.” If no rate has been arranged with the bank^ 
the rate is that fixed by the exchange banks in India from 
day to day. Of course, the Indian importer can take steps 
to protect himtself against exchange fluctuations by buying 
pounds forward to the required extent. This means an 
additional operation for which he will have to bear tiie 
costs. 

(3) Bills drawn on foreigners by Indian exporters are 
usually D/A bills. In other words, when a bill is accepted 
by the foreign importer, of course, through the medium 
of banking houses as explained above, the documents 
accompanying the bill are handed over to him and he is 
able to obtain immediate possession of the goods. The 
payment may be postponed till the bill matures. 


Bills drawn by foreigners on the Indian purchasers are 
usually on D/P terms without letters of credit. Techni¬ 
cally, the Indian importer is not entitled to obtain 
possession of goods except on payment. The difficulty has 
been met by requiring the importer to execute a Trust 
Receipt by which he agrees to hold goods or their sale 
proceeds in trust for the banker until payment is com¬ 
pleted.* The advantage from the banker’s standpoint is 
that in case of failure to pay, a criminal liability is added 


* Cr* **..ftom tlie ftaiidpoiiit of Britlah BwIdng vo Imiti no MUilloik In snylng that 

trait noiiiit fhdUtiM aie open to grave objMtkm.tiUit leedpt f9item...ii raid to 

Iravebeen mlyed in the United Statce (*whm the law leoogidiedto afi^ greater extent than 
diewhera tito te^*e punnet ty in the goode after they era iJven m to the aeoeptor of a hUl 
lo a t hi n g aUn to Itii ecen in the cotton and woolen manuftcuniiMt dictriets of B^aa^ 
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to civil liability enforceable on the bill. A recent 
dedaion of Ihe Madras High Court seems, however, to 
throw doubt on this remedy since a bank is apparently 
required to prove actual loss to the bank or likelihood of 
loss arising from the fraud of the ^ecutants. 

That the foreigner should receive entitling documents 
oq mere acceptance while the Indian should be required 
to execute an additional safeguard like a trust receipt and 
incur the additional cost of it is certainly an invidious 
discrimlination. The exchange banks defend the practice 
on the ground that the Indian importer is usually a man 
of limited means whose credit would not justify the other 
practice.* Exchange banks themselves, it must be recorded, 
are not uninterested in the discontinuance of the discri¬ 
mination since loans against trust-receipts fetch a higher 
rate of interest than loans against bills.t 

It is more than probable that the issue turns mainly on 
the kind of bank references given about Indian business¬ 
men. There has always been a feeling that these are not 
as satisfactory as they should be. Otherwise, D/A bills 
should find no difficulty in passing current in our import 
trade just as in our export trade. Lack of personal and 
social contact between the European officers of exchange 
banks and' Indian businessmen is only a part of the 
difficulty. The belief of Indian businessmen in the virtue 
of secrecy in business, their unwillingness to have their 
balance-sheets prepared and audited by qualified accoun¬ 
tants are further aggravating factors. Even so, the fact 
that in opening a confirmed credit with an exchange bank, 
the best Indian importing firms in Calcutta are reqxiired 
to deposit 10 to 15 per cent of the value of goods ordered 
while the rival European Houses are exempted from such 
requirements is a clear proof that mare racial prejudice 
plays not a little part in the situation. It is no satisfactory 
reply to say that 9/lOths of the imports business is done 
without such credit and that the complaint relates to a 

* w— Inquit^r Committee Report p. 888. 

t nM, ». ns. 
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only a small part of the business. The principle involved 
remains unaffected.* 

Foreign Banks Generally 

The existence of foreign banks in this country may be 
approached from three different angles. Firstly, it is 
necessary to consider whether foreign banks should enjoy 
a footing of equality or whether Indian interests require 
any special conditions or restrictions to he imposed on 
them. Secondly, it should be ascertained whether there 
exists, as claimed by foreign banks, a division of functions 
between them and the Indian banks and how far any such 
s^aration of sphere can be enforced by legal or adminis¬ 
trative means. Finally, we must explore how far Indian 
participation in the financing of foreign trade is hampered 
by the existence of these banks and what means could be 
adopted to give them a reasonable chance of holding their 
own against the competition of these foreign rivals. 

Status of Foreign Banks 

As foreign banks are not incorporated in this country, 
they are not subject to the requirements of the ^ndian 
Co]3:4>^^y Law. Any grievance on this ground however 
cannot be more than formal since the conditions prescribed 
by our Law are not in any way onerous. Exchange banks 
should not find it difficult to submit like other banks 
annual statements of their assets and liabilities. The only 
special feature which should be insisted on in their case 
is that they must make separate returns in regard to their 
Indian and non-Indian business. This separation is neces¬ 
sary to enable an easy ascertainment of the position of 
Indian interests in the aggregate interests of the banks.. 

It has been sometimes suggested that in case of failure 
of any exchange bank, the interests of Indian depositors 
and creditors stand in need of some protection. Recent 

^ Sevecftl other eniAD complaints were placed before the Banking Inquiry Committee. It 
waa said that alteraBom wer^ made in the rules of buaftiess and were not promptly eommu^ 
nioated to the dients. (P. 824) Till recently, penalties for the late completion of exchange 
oontiact were dUfsrent In Bombay and Calcutta# <P. 888) Forcigim' drafts on Indian 
impofftem held W exchaw banks are not allowed to be paid by meana of (a) Importeia* 
mmes thehXoiidim agents althouib funds ate known -to be available there ot 
by (b) T. T. of other ejcehange banks on I#ondoa or by (d demand drafts of other eimhaw 
MW. Tim ibff dedifl^ i»aat,to the cotoejktt 

bank* <888) unlike British Importing firms, Indian Importm are notified the arrtvsil ^ 
doeumsnta sind aMGed to go to pentm to the eaehaoga. batdnMooaaifietetMmriiiamwf onlne 
ground ^t no speotal deru attend to this budnesslh an’^Indian firm andmat the eltoits w 
not available after even five orCdn viatti by the represen tativ e s of the exelnage boaiBk 
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difGtculties in the location and distribution of assets 
between creditors in British India and in Native States 
give some relevance to the argument. It has to be observed 
however, that the contingency contemplated is a very 
remote and almost theoretical one. Short of a great war 
or political upheaval, no ordinary causes are likely to 
overthrow these institutions. 

It is difficult to suggest other restrictions which may not 
in the end recoil on Indian banks themselves. Indian 
banking must sooner or later extend its activity into 
foreign countries. Anything which should provoke reta¬ 
liation against them must make such progress difficult. 
If any restrictive measures are adopted here, the only 
objective shovild be to secure reciprocity for our banks 
abroad. An example justifying such reciprocal restrictions 
is the insistence of the Bank of England on two Britirii 
signatures, one of which must be that of the acceptor, as 
a condition precedent for re-discount. 

At present, foreign banks have for their avowed object 
the financing of foreign trade. They claim that their 
branches in the interior of the country have been created 
only at the request of their Indian clients and only in so 
far as they subserve their main business. This argument 
regarding the demarcation of their special sphere has been 
somewhat weakened as one Indian bank at least has bemi 
now acquired by an exchange bank. 

Indum banks have serious complaints to make of their 
competition in the sphere of domestic trade. They have 
cause to fear such competition. Their enormous goodwill 
and prestige, their great hold on those customers who have 
large interests in the foreign trade of the country, their 
vast capital and reserves enable exchange banks to 
raise deposits here at very cheap rates. It is felt as a 
grievance by Indian banks that Indian funds should be 
used against themselves for the encouragement of foreign 
firms and traders.* It ma^ be noted however that the 
deposits of exchange banks have shown in recent years no 
improvemmi rdatively to other banks in the country. 

* Imtain OonsBltlee Bcport^pp. 885-888. 
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Perhaps, a system of licensing of new branches under the 
auspices of the Reserve Bank of India should be a sufficient 
assurance against further mcroachment by exchange banks 
on domestic business. The value of any protection of this 
kind must not however be exaggerated. Under the present 
constitutional arrangements no prohibition is possible 
against the acquisition of interest in or even purchase,' 
lock, stock and barrel, of Indian banks themselves. 

In lieu of or in addition to licensing of branches, it has 
been sometimes suggested that restrictions should be placed 
on the aggregate volume of Indian deposits which exchange 
banks may raise and use. These suggestions are sometimes 
inspired by the belief that Indian funds are used to supple¬ 
ment the resources of these banks for their business abroad. 
There is little evidence to substantiate this belief. On the 
contrary, it is probable that funds from abroad flow into 
this country, although not in insufficient volume, to prevent 
high seasonal fluctuations in the rates. If restrictions are 
placed on the deposits of exchange banks, they must 
inevitably ensue in raising still further the cost of finance 
which must ultimately fall on the Indian trader. Tie 
deposits which are declined by exchange banks will no 
doubt flow in the first instance into Indian banks but when 
the exchange banks suffer from shortage of funds, the same 
deposits will find their way back to them—at higher rates 
and to the inconvenience of Indian trade.* 

It is the natviral aspiration of Indian enterprize to increase 
its share in the financing of foreign trade. With this object 
in view, several proposals have been put forward. 

The most direct way to increase our participation in this 
business would be to acquire a share in the control and 
profits of the exchange banks themselves. It is thought 
that if exchange banks were compelled to register them¬ 
selves with rupee capital, such acquisition of shares by 
Indians and their representation on Boards of Directors 
would be facilitated and quickened. Such changes may 
have, it is to be feared, imdesirable consequences in other 
directions. The separation of Indian interests from thefir 

* Baakiiig Xnaobry Committee Report* pp. MO. 
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loxeign interests might seriously ciirtail the sise and prestige 
of exchange banks and destroy their acces to the London 
market which is as we have seen an essential condition of 
^ciency and success in this field. Informal association of 
Indians in the Indian side of their business may be a pre¬ 
ferable first step which in the course of time should pave 
the way for a more organic co-operation between Europeans 
and Indians. 

There is another line along which progress could be 
hastened with benefit to both the parties. It is well known 
that exchange banks have as a rule refrained from employ¬ 
ment of Indians in the higher and responsible posts. 
Ca^iership is the highest position to which Indians may 
aspire in the present circumstances. The fact that their 
employees in the higher grades are recruited with a view 
to employment all over the world need not work as a bar 
to the employment of Indians in something better than 
clerical posts. 

It should cause little surprise if Indian banks have failed 
or encoimtered difficulties in developing this side of 
business. It has sometimes been argued that funds of 
Indian banks already find ample employment in internal 
finance and at rates much more lucrative than what the 
business of foreign exchange carried on in the most highly 
developed money-markets of the world can offer. As a 
matter of fact, the only bank of whom this statement may 
be said to hold true is the Imperial Bank of India parti¬ 
cularly as it existed before 1935. But as applied to other 
banks, this argument seems rather overdone. They have a 
steady business but in the absence of sufficient liquid assets, 
they have to hold too large a proportion of their funds in 
government securities. Since financing of foreign trade 
involves dealings in draft or bills of three months’ maturity 
at the most, a movement of some of the Lidian banks into 
this business should mark an improvement on the existing 
conditions. There are, however, other dilSculties to be taken 
account ol Sale and purchase of foreign trade bills imply 
constant accumulation and transfer of funds between 
doniestic and foreign centres—in boffi of which, therefore, 
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hanka must have branches to manage and employ them. 
But foreign branches mean political and curr^cy difficul> 
ties which are surmounted partly by inviting and making 
use of foreign deposits at the o^er end. The acquisition 
of foreign deposits is a task made difficult by the prestige 
power and size of the established rivals. German banks 
confronted with the same difficulties late in the 19th century 
devised various friendly arrangements with local indi¬ 
genous banks and, to obtain full employment and 
adequate profits for their funds, added advances, issue and 
promotion business to their purely exchange work. They 
attracted custom by offering longer term credit and being 
in other ways more accommodating. Even then the cheap 
funds of the London money market more than offset British 
stamp duties, British brokerage and profits and the cost of 
an extra exchange operation! The task before Indian banks 
is today much more formidable. Its successful performance 
could be undertaken only with the co-operation of all Indian 
banks under the leadership of some one bank like the 
Imperial Bank of India or the Bank of India. Both these 
banks have large resources and satisfy the condition of a 
high degree of liquidity. If a scheme of co-operation were 
worked out, either of them could act abroad as the agent 
for all Indian banks undertaking this exchange business. 

Lack of trained abilities to deal with the difficult and 
highly technical work of foreign exchange need not be an 
insuperable difficulty. As the Governor of the Imperial 
Bank of India testified before the Banking Enquiry Com¬ 
mittee, the creation of the requisite staff should not involve 
much delay. The risks of foreign exchange business have 
been felt as another obstacle in the way of this development. 
But except in times of upheaval, the ordinary precaution 
of obtaining cover both ways should be sufficient to protect 
banks from exchange losses. 

On account of its large capital and deposit resources and 
its estaMhdied status in London, the Imperial Bank of India 
has be«i thought of as the best agency available for tiie 
purpose. It is a moot point whether its exclusion fnnn- 
foreign exdian^ business till 1935 was devised in the 
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interests of public funds which it held or in the interests 
of fflcchange banks whose balances it used to hold. It has 
been suggested as a counterblast to Indian suspicions on 
this point that their anxiety to saddle the Imperial Bank 
with exchange business is inspired' by a desire to relieve 
themselves of its competition with them in the finance of 
domestic trade. Whatever the truth in these charges and 
coimtercharges, its conversion into an exchange bank must 
be considered in relation to all the banking needs of this 
country. 

When the decision is taken to convert it into an exchange 
bank, its Indian character and personnel will have to be 
assured first. The Banking Enquiry Committee suggest a 
statutary provision of 3/4ths Indians on Local Boards, a 
majority of Indians on Central Board and complete stoppage 
of recruitment of non-Indian staff. As an inducement to 
the Imperial Bank to agree to these conditions, the Bank 
might be made the offer of appointing it as agent for the 
Reserve Bank in all places where the latter has not got 
its branches. The privilege confers a substantial advantage 
in that it means great prestige and enables the bank to 
attract deposits on relatively cheap terms. 

As an alternative to this scheme, the Indian Banking 
Enquiry Committee proposes the creation of a bank on the 
initiative of Government. A large capital of 3 crores is 
suggested, to be offered in the first instance to Indian banks 
for subscription. The participation of Indian banks in the 
scheme is an assurance that the branches of the new bank 
in the interior of the country will not encroach on their 
present business and deprive them of their profits. To give 
prestige to the new institution in the public eyes, it may be 
entrusted with the management of the remittance business 
of the Government under the supervision of the Reserve 
Bank of India. The guidance and direction of the Reserve 
Bank are necessaiy since the remittance business involves 
considerations of currency policies from time to time. The 
Bank should not be allowed to make profit on this business 
since qny competition with the existing exchange banks 
with the aid of government funds mi|^t provoke, tham to 
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combined retaliation. The Government might exercise the 
right to appoint a majority of directors if it is has to 
subscribe more than 50 per cent, of its capital.* 

In the meanwhile, Indian banks which are in a position 
to do so should establish their agencies in great fin ancial 
centres like LondKin. As suggested abotre, co-operation 
among them promises the best chance of meeting success-' 
fully all difficulties which lie in their way. . 

V 

FINANCE OF AGRICULTUREf 
In spite of remarkable industrial progress in recent years, 
agriculture still continues to contribute almost the whole 
of our annual wealth-j: The requirements of agricultiure 
therefore overshadow all other requirements and deter¬ 
mine directly or indirectly credit conditions in the coimtry 
as a whole. It is not possible to estimate within reasonable 
margin of error the total volume of requirements from 
season to season. Some clue is afforded by the fact that 
the Banking Enquiry Committee placed total agricultmral 
indebtedness before the crisis of 1929 at 900 crores—a 
colossal figure which must have increased still further in 
post-crisis years. If the indebtedness is placed today at 
1,200 crores, it should mean a burden of more than Rs. 50 
per cultivated acre in the country. It is doubtful whether 
the gross value of the produce raised per acre per annum is 
more than 3/4ths of this burden. 

The extent of credit facilities available to any class and 
the price to be paid for them are largely determined by the 
following factors—^the size and probable duration of the 
loans, their avowed purpose and actual use, the security 
offered or presumed, the degree of continuous access to 
information about the progress of each enterprise etc.lf 


# Ba&kiiig Inquify Committee Report, pp. 840; 861; 609. 
t See also pp. 280-88; 406-410. 
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For reason$ which need no elaboration here the Indian 
i^iculturist falls grievously short of ideal conditions on 
every one of these several heads. In these circumstances, 
the modem bank, competent to deal with clients who reach 
some standard of literacy and business habits, has neces¬ 
sarily to retreat before the money-lender and indigenous 
banker. 

An effort was made to remedy these defects by substitut¬ 
ing through co-operative credit societies group responsibi¬ 
lity bom of residential and social ties for individual 
responsibility. Apart from lowering somewhat rural 
interest rates, the effort has not achieved much. At the 
very best, co-operative credit societies have not attracted 
more than 10 per cent, of the agricultural families in any 
province while in some the proportion is as low as 2 to 3 
per cent.'- Yheir relative lack of success is to be ascribed 
to two main omissions. Co-operation attacked the problem 
at one point only, namely, the cost of short-term finance or 
working capital, ignoring the equally important aspects of 
technique and efficiency of production and the technique 
ind efficiency of marketing. Moreover, there was a tendency 
to overlook the simple fact that the knowledge and character 
of a small social unit is rarely much above the knowledge 
and character of the individuals composing it, while the 
needs of mass action particularly in the peculiar social 
structure of India are apt to bring to the surface evil pro¬ 
clivities from which the individual acting for himself is 
happily free. In the result, co-operation has been moving 
along a trail of bad management, factitious or communal 
policies, collusion, accumulated overdues, etc.f 

^t is clear that in the present state of our agriculture, 
there cannot be a direct contact between commercial banks 
and the individual cultivator. Some intermediaries like 
central co-operative banks and co-operative societies are 
quite tmavoidable. Efforts must be largely concentrated 

lSS<-87 

* No. of Sodeties in India ... ... ... 76,000 

No.OfMttnbew ... ^ ..., ... , ^ 22,00,000 

Members as percentage of agricultural population 6% 

Working Capital ... ... ... Ocores 27 

Shil^ Capital and Reserves British India ,, 8 

t Sm Table 4 Bulletin No. 8. Reserve Bank of India (Agricultural Credit Department.) 
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on the one hand on reducing the number and cost of such 
mediate links and on the other hand on making the primary 
society an effective instrument for converting agriculture 
into a solvent and profitable business and the agriculturist 
into a keen and dependable businessman. It is obvious that 
the latter task is both more vital and difficult. 

Most of the proposals made with the latter objective in 
view suffer from one grave drawback. They tend to look 
on the ryot as a perpetual infant who has to be put under the 
guardianship of a multi-purpose society which leaves him 
no discretion on any side of his economic life. Some of 
these proposals seek to save him from the temptation of 
cash which is not to be allowed to fall into his hands. Others 
aim at taking into custody his annual produce and allowing 
only net profits to reach his hands. Others go so far as to 
eliminate cash altogether and arrange all settlements to 
take place in kind. While many of their incidental proposals 
deserve adoption as interim or transitional palliatives, it 
would be a grave error to permit education and mental 
upliftment of the ryot to fall into the background in prefer¬ 
ence for such illusory shortcuts.* 

/Despite the keen competition of co-operative societies and 
despite the heavy losses and difficulties of the last 
depression, the money-lender and the indigenous banker 
still continue to be the backbone of our rural finance.f 
Recent country-wide legislation on money-lending and old 
indebtedness may lead, more by the implied threat than 
any actual enforcement, to an improvement in their practices 
and methods of business. But it is hardly conceivable that 
their partnership- in agriculture itself will diminish in 
importance. It deserves to be considered very carefully how 
far these'ancient agencies could be made into serviceable 
Imks between agriculture and commercial banks.»^ 

Not all money lenders and indigenous bankers will be 

* BuUettiiiNot. I,2,8and5. Regenre Bank of India. (Agrleulttno Ck^t Department.) 

t 1081. Numlier of Money-Lenders. 

Beniral ... ... 85,000 

Bombay ... ... 20,000 

C. P. ... ... 48,000 Bank-^managers-Money* 

B and 0 ... ... 100,000 lenders and their employees. 

Delhi . 100 AU-India—829,800. 

Almir-Merwara ... IT 

N.W.F.P.. 657 Paying Inodme^tax in 1988-80 
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found useful for this purpose. For obvious reasons, those 
who are principally agriculturists, merchants or traders 
will have to be excluded from such schemes. Of the others, 
..^ly such could be deemed eligible as agree to follow strict 
banking practices, to maintain their accounts in certain 
prescribed forms and exhibit their financial position from 
time to time as required. It would be also necessary to 
devise a special form of bill or pro-note against which 
commercial banks and, in case of need, the Reserve Bank 
might advance funds. Perhaps, the village as a whole or 
those of the village community who are agreeable to main¬ 
tain exclusive relations with these authorised agencies 
might be made joint and several parties to the document. 
Since commercial banks are expected to advance funds in 
the first instance, they must be invited to share in the 
selection of the agencies, along with the Reserve Bank. If 
the scheme succeeds, money lending could be made at a 
later stage a profession on a licensed basis. 

Since close contact with rural financial agency and rural 
borrowers is thd only safe basis for rural credit, it is desir¬ 
able that only those banks which are highly localised in 
their operations should engage in this field. Most of the 
smaller banks answer well to this description. Among the 
bigger banks, the Punjab National Bank, the Allahabad 
Bank, the Bank of Baroda, the Indian Bank of Madras and 
the Bank of Mysore are well situated to take the lead in this 
matter in their respective areas of operation. Co-operation 
between these banks and the provincial co-operative banks 
which have the undoubted leadership of co-operative credit 
societies should solve many of the problems which have 
proved intractable till now. The foundations for such 
co-operation have been well laid by the creation of the 
Reserve Bank of India which has been invested with special 
responsibilities for agricultural credit and its improvement. 
These special responsibilities which are analysed and 
discussed in another place* will indicate the great part 
which the Reserve Bank is expected to play in the recon¬ 
struction of our' rural financial economy. 

• Fp. awKss. 
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CHAPTER VI. 

THE LEADING INDIAN JOINT-STCX^K BANKS 
Bank of India 

The Bank of India was registered in 1906 in the 
memorable days of the Swadeshi movement and started 
operations in the same year. With a capital of 50 lakhs 
and total liabilities in December 1906, of 66 lakhs only, it 
made quick strides till in 1912, the eve of the banking crisis, 
its capital, reserve and liabilities exceeded 3 crores. In 
1920, the liabilities amounted to well above 11 crores and in 
1938, they exceeded 19 crores, composed of 1 crore capital, 
a reserve of more than 1 crore and deposits of 17 crores and 
odd. In point of resources, the bank held in 1938 the second 
place among the Big Five.* 

Among Indian joint-stock banks, the Bank of India has 
enjoyed a remarkable immunity from nms. In 1910, “ most 
alarming nimours ” were in circulation about the losses of 
the Bank in the failure of Dwarkadas Dharamsey. In 1913, 
the directors were able to report that not a rupee was lost 
on that accoimt. It was stated at the general Meeting of 
February 1914 that even in the great banking crisis which 
preceded, the Bank was “no more than slightly affected.” 

One effect of 1913-14 crisis was that the Bank created j 
“ with regret ” a reserve fimd for bad and doubtful debts. 

The Bank has pursued a very cautious policy of expan¬ 
sion. Till 1927 when its capital, reserve and deposit 
liabilities exceeded 5 crores, it had no branch. By 1938, its 
branches numbered only 16 of which as many as 6 were in 
Bombay and 8 in the big urban and industrial centres of 
Ahmedabad, Poona, Nagpur and Calcutta. The bank is( 
thus entirely a bank for cities with average resources per 
branch of 120 lakhs and more. 

to ****** 
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It ^owed some venture in opening a branch outside 
India at Mombasa in 1921. Unfortimately, a collapse of 
credit was reported from Africa by December 1922 the 
effects of which were aggravated by the behaviour of the 
Bank’s agent. It was found that he had concealed facts and 
made advances against express instructions of the head 
office. After an inquiry by the Bank’s auditors deputed 
from India, the branch came to an end by 1923. 

The Bank has sought to maintain an impressively large 
ratio of capital and reserve to its deposit liabilities. Till 
inflation became serious during the Great War, the ratio 
was well above 20 per cent. When in the course of war- 
inflation, deposits expanded rapidly and the ratio fell 
seriously, steps were taken in 1919 to double the capital 
and to add materially to the reserve. Till the onset of the 
Depression, the ratio continued well above 15 per cent. 
The Depression caused no slackening in the growth of 
deposits and the ratio fell to about 12 per cent. With 
abundance of funds and slack demand, this fall does not 
mean any weakening of the creditors’ guarantee. 

• 

Among assets, loans and advances amounted to 65 per 
cent, and more of deposits till Depression set in. The Bank 
also held a strong portfolio of bills which tended to be 
more than 10 per cent, of deposits. The Depression caused 
a shrinkage in loans and advances which reached as low 
a level as 40 per cent. There was a subsequent recovery 
to 50 per cent. 'The quantity of bills suffered much more 
amounting to less than 1 per cent, of deposits in post 1929 
years. 

It is noteworthy that for a few years after the Bank was 
started, its constitution prohibited advances against shares 
and on mortgage. Experience showed that this prohibition 
was a great hindrance to the full employment of the Bank’s 
funds. In 1911, the rules were altered so as to permit such 
advances. Aa the war broke out only three years later, the 
relaxation proved very, timely and the Bank was able to 
raise its loans and advances progressively to as high levels 
as 80 and 85 per cent, in 1914 tmd 1915.. 
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The bulk of the Bank’s investments is in government 
securities. Debentures, preference and ordinary shares of 
joint stock companies have never been above 2 per cent, of 
deposits and even Improvement Trust, Port Trust and 
cent. Investments are, as we have already noted, the 
Municipal Bonds are not allowed to rise above 6 or 7 per 
means par excellence of adaptation to cyclical and secular 
changes. About 10 per cent, of deposits before the Great 
War, they fell very low during the War and then increased 
after 1922 till during the Depression a level above 30 per 
cent, was reached. 

Except during the crisis of 1913-14 and the War years, 
whrai it reached levels above 25 and 30 per cent., the cash 
ratio of the Bank has been maintained between 15 and 20 
per cent. 

The Bank of India is one of the few fortunate Indian 
banks which have escaped the activities of professional 
“ credit wreckers ” in the country. The only serious 
incident* in its steady and undisturbed career was a 
temporary three days’ spell of impopularity in 1930 which 
took shape more as a political demonstration than a run 
and was speedily proved to be the outcome of sheer 
misapprehension. The rumour originated in the Bombay 
Stock Exchange and as the bank acts as the clearing house 
for the Exchange, the members and hangers-on of that 
institution took a prominent part in the incident. 

As pointed out above, the bank is remarkable for three 
features, the fewness of its branches, its concentration in 
a few, big urban and industrial centres of the coimtry and 
its high degree of liquidity which perhaps is largely a 
product of the first two features. These facts are well 
reflected in its rate of gross profits which is lower than that 
of any other bank with the exception of the Bank of Baroda, 
Since its deposits are certainly not raised at higher rstes 

* aift May 1980. An attegation wai made at the Qenenl Meeting of the Bombay Stodc 
Baehange that the British Manager of the Bank had taken i>ait in the supprtsaton of the 
Civil Ditobedienoe movement in the country. In spite of an emphatio denial by '^he Manager 
communicated immediately through a resp^Me person, the memben persisted in the eOega* 
tion and hdped to etvead it» The outcome was an angry crowd at the Bank. 
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than those of other banks, this low rate of gross profits is 
only indicative of the very liquid and safe business it 
engages in and the low rates which are realisable on such 
business. Unlike many other banks, the rate of gross 
profits of the Bank of India seems to have stabilised itself 
round about 2 per cent. It has rarely fallen below 1'90 
per cent.—^its lowest level being 1*47 per cent, during the 
last Depression. 

Its expense ratio is easily the best among all Indian banks, 
which bespeaks the large volume of business available in a 
few big cities in the country. Till 1925, it paid less than 
20 per cent, of its gross profits in salaries but the fraction 
has since then mounted to round about 25 per cent. With 
a volume of resources per branch which is about four times 
what the bank next in rank viz. the Central Bank of India 
can claim, it is not surprising that its expense per unit of 
resources handled should be the lowest on record. 

Its rate of net profits is as a rule second only to that of 
the Imperial Bank of India. It started with a dividend of 
5 per cent, in 1907, raised it to 8 per cent, about the time 
of the Great War and in the twenties and thereafter has 
maintained it at 10 to 12 per cent. Even in 1907, its half- 
paid shares of Rs. 100 nominal value stood between Rs. 53 
to 66i and have continually appreciated since. In 1916, 
Indian Banks were quoted at 62-68 and by 1929, at Rs. 97 
to 105. The lowest level of the Depression period was 
Rs. 72f to 90 in 1931 but by 1936, they mounted once more 
to Rs. 125J to 142. The history of its reserves proves that 
this value has not been inflated or maintained by imprud¬ 
ent or fictitious dividends. It had paid usually 2/3rds of 
its net profits in divid^ds—which is certainly a conserva¬ 
tive procedure. 
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Central Bank India*. 

The Central Bank of India was launched into existence 
in December 1911 mainly by the untiring efforts and banking 
genius of Sorabji 'Poch^anwalla whose life history belongs 
to the regions of romance in banking and finance. In Sir 
Phirozeshah Mehta, the Bank secured a chairman who 
brought with him great public prestige and patriotic appeal. 
In spite of difficult situations, the bank made astonishingly 
rapid progress and passed all other joint-stock banks in the 
size of its aggregate resources. Its capital, reserve and 
deposits, amounting to a mere 77 lakhs in December 1912, 
reached more than 10 crores in December 1920, about 15 
crores in 1930 and 31 crores in 1938. 

’The year 1923 which saw the amalgamation of the Tata 
Industrial Bank with it was a turning point in the bank’s 
career.f Two shares of the Tata Industrial Bank, each of 
the nominal value of Rs. 75 and paid-up value of Rs. 22-8 
were exchanged for one Central Bank share of nominal 
value Rs. 50 and paid-up value Rs. 25. The shareholders of 
the Tata Bank lost by the exchange Rs. 5 only since the 
Central Bank shares were being then quoted at Rs. 40. 
They even gained something since the uncalled liability 
of Rs. 105 on two Tata shares was now converted into an 
uncalled liability of Rs. 25 only on one Central Bank share. 
The aforesaid difference of Rs. 5 was taken as writing off 
the losses of the Tata Bank. 

The effect of the amalgamation of the balance-sheet of 
the new Central Bank was profound. The capital and 
reserve liability which stood at Rs. 80 lakhs in December 
1922 rose to Rs. 268 lakhs in December 1923. The deposits 
rose from Rs. 14 crores to Rs. 18 crores. The ratio of capital 
and reserve to deposits which had sunk during the War 
and post-War years to as low as 5 to 7 per cent, now im¬ 
proved to 17 to 18 per cent. 

More far-rCaching was the effect on the quality and^ 
distribution of the assets. The ratio of loans and advances 

• Td>to( xvn and xvma Tablet xxxm & XXXIT. 

t Fp. avMoo. 



LEADING INDIAN JOIOT-STOCK BANKS 191 

to deposits did not alter much—it increased for a short time 
only from 55 per cent, to about 60 per cent. But investments 
which were rarely above 20 per cent, in previous years shot 
up to 44 and 53 per cent, in the next two years. The change 
in their quality was equally remarkable.* The cash ratio 
remained very much the same except for the panic year 
1924. The balance-sheet has never lost its mark of the 
great amalgamation. Unlike the Bank of India, the Central 
Bank has pursued a very vigorous policy of branch expan¬ 
sion. It opened its first branch at Karachi in the early 
phase of the Great War but at its close, the number of 
branches was still 5 only. By 1934, it had created 68 
branches and pay-offices which mounted up to 89 in 1937 
and 101 in 1938. Comparing the branches and pay-offices 
to its aggregate resources, the bank has about 33 lakhs 
per ofiice. 

Few Indian joint-stock banks have faced more difficulties. 
It has been recorded that there were as many as 9 runs on 
the bank during the first 25 years of its existence. 

Almost at its very birth, it became involved in the bank¬ 
ing crisis of 1913-14. Grossly exaggerated reports about its 
holdings of or loans against the shares of the Indian Specie 
Bank found eager circulation. In the last few months of 
1913, the young bank paid out as much as 75 lakhs before 
the run abated. 

In 1918 again, the bank suffered from two successive 
panics caused by the collapse of certain markets in the 
Bombay City. 

The absorption of the Tata Bank gave another opportu¬ 
nity to the enemies of the bank. Certain shareholders 
started frivolous legal proceedings against it. The 
consequence was an “organised run” on the Calcutta 
branch during which the bank paid out Rs. 50 lakhs. During 
the silver jubilee proceedings of the next year, the 
Managing Director was constrained to complain of “the 
despicable habit of irresponsible persons of making reckless 
and unfotmded charges and instituting futile legal pro- 


* P. ISS. 



192 


MODERN BANKING IN INDIA 


ceedings.” The matter had by now assiuned grave 
proportions and all responsible sections of the community 
and the Press in the country joined the Managing Director 
in deprecating and reprimanding these activities. 

Hardly had the voice of admonition died down when 
another “organised attempt to impair its credit” became 
visible. In the course of two brief days in August 1925, the 
bank stood a run of 2 crores and more.* 

After surviving the crisis of 1913-14, the bank found 
itself confronted with conditions of war. In spite of 
doubling the paid-up capital and making some addition to 
the reserve, the ratio to deposits fell to less than 7 per cent. 
ITie real recovery in the ratio of capital and reserve to 
deposits occurred, as recorded above, with the amalgama¬ 
tion. From that year till the onset of the Depression the 
ratio was well above 15 per cent. The Depression coincided 
among other forces with a great expansion of branches. 
Between 1930 and 1938, deposits practically doubled and 
the ratio fell continuously to 8 per cent. The bank may 
well be awaiting a favourable opportunity in the capital 
market to strengthen the fixed capital structure of the bank. 

Till the Depression, the bank aimed at a level of loans 
and advances somewhere in the neighbourhood of 55 per 
cent, of deposits. Its bill portfolio fiuctuated a good deal, 
tending to be about 10 per cent, of deposits. 

With the amalgamation of 1923, the proportion of 
investments rose very sharply from about 20 to 25 per cent, 
of deposits in pre-1923 years to more than 50 to 60 per cent. 
The steep fall in loans and advances after 1930—from a 
level of 55 per cent, to 35 per cent, and less, confirmed the 
importance of investments still further although there was 
a little fall subsequently. Government and “other” gilt- 

* Th|g run liad a curious origin. Some merchants lost heavily in sugar and wool. Among 
them, one bme the name of Ajam which was also the name of one of the directors of the 
Central Bank. On this flimsy basis, the usual detractors of the bank are said to have created 
a scare in the Zaveri baazar in Bombay. Despite oategoiioal denials, the panic was repro* 
duoed at Ahmedabad _ 

C(niiineroe-~Beptetiiber Sth 1925. 

The last run, which however was on a small soalct occurred on 15th July 1080 when 
baseless rumours were dieulated that the bank bad incurred losses on account of the Ihll 
of stiver piioea. 
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edged securities form the backbone of Investments^ being 
more than 1/2 and even 3/4ths sometimes of the total. In 
post^Depression years, ordinary and preference shares of 
joint-stock companies recorded a marked improvement from 
less than 2 per cent, to more than 5 to 6 per cent, of 
deposits. 

Lands and Buildings and investment in Lands and Build¬ 
ings have always claimed a sizable share of the bank’s 
funds. The amalgamation brought with it the splendid 
structure of the Tata Industrial Bank and raised the bank’s 
investments in property to more than 5 per cent, of deposits. 
Despite the doubling of deposits between 1930 and 1938, the 
proportion of funds invested in property is still returned 
at about 4 per cent. This 4 per cent, in property and 6 per 
cent, locked up in ordinary shares, of compstnies represent 
the bank’s most fluctuating asset. In value, they amount to 
3 crores and more. 

In the lean years after the crisis, treasiuy bills were for 
sometime an excellent outlet for accumulating funds. For 
the rest, the bank’s cash ratio has been of a very unstable 
character. Between 15 to 20 per cent, generally before the 
amalgamation, it showed a tendency to fall subsequently to 
less than 12 per cent. But the stagnation of 1932 and 1933 
raised it immediately to more than 15 per cent, and in 1935, 
it actually shot up to 32 per cent, and more. 

The Central Bank of India shares the honour with the 
Imperial Bank of being represented in all the provinces and 
advanced parts of India. The average rate of interest 
offered by it on time and demand deposits taken together 
is lower than what, is paid by the Allahabad and Pimjab 
National banks which have their areas of operation con¬ 
centrated in the Punjab and the U. P. It is of course much 
lower than the rate of the Indian Bank of South India. 
Till 1920, the average fell generally between 2*0 and 3*5 
per cent, and in the succeeding twenties of hi{^ interest, 
rates all over the world* it tnoved .between 3*6 and 4*3 petj 
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eeni After the Depression, the rate fell steeply from 3*23 
in. 1930 to a mere 1*3 per cent, in 1938. 

The rates for the Central Bank on the one hand and of 
Allahabad, Punjab National and Indian banks on the other 
show differences ranging between *6 per cent, to 1*5 per 
cent. The margins are even wider for certain exceptional 
years. 

From 1921, the Central Bank instituted the most 
instructive and valuable practice of giving tinder separate 
heads the aggregate interest paid on fixed deposits and 
current deposits. The average rate on current deposits in 
the twenties ranged between 2*1 to 2*5 per cent. After 
1931, it began to fall till the unexampled low levels of *81 
and *77 were recorded for 1937 and 1938. 

More important still is the margin which the bank has 
found necessary to maintain between fixed and current 
deposit rates. In the twenties, fixed rates were above 
cinrrent rates by more than 2 to 3 per cent. The margin 
narrowed only after 1934 since when it has been between 
1*3 to 2 per cent. 

To appreciate the significance of these rates for the 
working of the bank and its profits in particular, we must 
recall here that the Central Bank’s current and savings 
accounts have been generally slightly less than 50 per cent, 
of total deposits in the twenties and have grown to 55 to 60 
per cent, in recent years. This ratio is no doubt more 
favourable to the Central Bank than to the other banks we 
have just now mentioned. Even then, the rate paid on 
cmr^nt and savings account is svifficiently hi^ to make it 
a very important factor in the bank’s investment policies. 

In industrial and urban India, competition is very keen. 
The average rate of earning per cent which represmits the 
minimum above which the rates charged to customers must 
range prove these disparities of ccmditimis. While cMming s 
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above 6 and 7 per cent, are most common for the Punjab 
National and Allahabad banks and 8 to 9 per cent, is the 
earning rate of the Indian bank in the South, the rate of 
the Central Bank falls usually between 6 to 7 per cent. Of 
course, some allowance may have to be made for differences 
in the quality of business sought. 

The Central Bank has paid 20 to 25 per cent, of its gross 
^ofits in salaries in the earlier years and the fraction has 
been generally 35 to 40 per cent, since 1925. The Imperial 
Bank, in spite of its higher salaries has been spending only 
a little more which indicates that the Central Bank suffers 
some drawback in the quality of its personnel or organisa> 
tion. The Bank of India reflects purely city conditions iuid 
it is not surprising that its rate of gross proflts should be 
lower and the expense ratio lower still. But the Bank of 
Baroda which represents largely rural conditions shows 
identical tendencies. Even more than salaries, overhead 
expenses of the Central Bank appear to cut rather severely 
into the gross profits of the Central Bank. 

This analysis seems to find support in another very useful 
kind of information which the Central Bank alone among 
Indian joint stock banks supplies in its balance-sheets. 
Since 1924, the salaries paid at the headquarters have been 
separated from those of the upcountry branches. Between 
1924 and 1938, the aggregate resources of the Bank have 
risen from 16i crores to 33i crores, and the branches have 
grown from 4 to 101. Yet, except for the last 3 yeurs, 
which saw an addition of 33 branches, the proportion of 
salaries paid at the headquarters and tibose paid at the 
branches remained roughly half and half. It is permissible 
to surmise that outward expansion brings no economy in 
the utUisatkHi of tim headquartess organisation. 
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The Punjab National Bank* 

The Punjab National Bank is one of the few purely 
Indian joint-stock banks which have survived over from 
the last century. It was started early in 1895 and at the 
year end, its paid-up capital stood at the modest figure of 
Rs. 41 thousand and its deposits at about 1} lakhs. It made 
very slow progress till 1905 but with the rise of the Swadeshi 
movement its deposits increased, exceeding Rs. 1 crore in 
1910. The authorities had the prudence to raise its paid-up 
capital and reserve year after year till in 1910 they aggre¬ 
gated to about 15 lakhs. 

The crisis of 1913-14 was a severe ordeal. On the out¬ 
break of the crisis, the bank was able to call in loans very 
quickly and raise its holdings of cash and G. P. notes to 
46 per cent, of deposits. Between September 20th of 1913 
i.e., the date of the collapse of the People’s Bank of Lahore 
and 31st December, investments to the extent of 44 lakhs 
were realised. Its deposits fell from 147 lakhs in 1912 to 
77 lakhs in 1914. 

The bank set about with determination to retrieve its 
position. Early in 1914, 5000 more shares, each of the 
nominal value of Rs. 100, were issued and a further call 
of Rs. 10 was made on existing shares. Early in 1915 again, 
1000 more shares were added to the existing mass. The 
paid-up capital of the bank which was about 9 lakhs in 
1912 rose to 16 lakhs by 1916 and the reserve funds in¬ 
creased from about 8 lakhs to about 11 lakhs. By 1916 
end, the deposits once more exceeded 1 crore rupees. 

In the early tw^ties of the present century, the paid-up 
capital was raised above 30 lakhs and the reserves above 
20 lakhs. But for an appreciable fall in the 1929-30 crisis 
and a few years thereafter, deposits tended to maintain 
themselves at a level above 7 crores. 

As comparsd with other banks the rstio of capital and 
reserves to deposits has been rather modest. In exertional 
years, when drosits were running low as in the early 
years of the bank's existence, the years following the 
brking crisis of 1913 and the yea^ after the world crisis 
' ' •sttittixxai^'Xx;’ . ''-rr 
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of 1929, the ratio naturally improved. But otherwise, it 
used to be about 12 per cent before the Great War and 
in the post-war years, it has been in the neighbourhood 
of about 7 to 6 per cent. 

Before the war, the bank’s investments rarely exceeded 
25 per cent, of its deposits and after 1920, they have already 
exceeded 35 per cent. While formerly, government secu¬ 
rities on the one hand and government guaranteed deben¬ 
tures and municipal loans on the other shared about 
equally in the composition of investments, the post-war 
tendency has been to hold the bulk in the former. In 
recent years, a good portion of the secxirities has been 
lodged again and again with bankers against amounts due 
to them.* 

Before the Great War, investments in “Lands, Build¬ 
ings, and Machinery” rarely exceeded 2 per cent, of 
deposits. In post-war years, this head discloses a conti¬ 
nuous increase, approaching the substantial fraction of 
15 per cent, of deposits. It is to be presumed that most 
of these acquisitions have been involuntary—^the property 
falling into/the hands of the bank as security surrendered 
for unrealizable loans. 

It is in no way strange that the last agricultural collapse 
should leave some trace on the position of the bank, 
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located as it is, in the great wheat granary of India. The 
balance sheet of December 1928 had returned 6 lakhs under 
the head “ Bad and Doubtful Debts The new auditors in¬ 
sisted on putting the figure in the next balance-sheet at 11*9 
lakhs, “ to which the directors, to be on the safe side agreed, 
altiiough holding somewhat different views.” This figure 
has remained stable,* new bad debts perhaps taking the 
place of old ones which are either realised or written off. 
This item and the previous item of fixed assets are obviously 
difficult accounting points in the balcince sheets. 

In the disturbed years 1912-20, when its investments 
were low and its lock-up in land and property were negli¬ 
gible, the ratio of cash to deposits was rarely below 15 per 
cent, and generally much above it. The situation has 
changed much in post-war years. The cash ratio has 
declined fiuctuating within a wide margin of 4 to 8 per 
cent, but approaching the higher limit in recent years. 

It would be an unwarranted misreading of the history 
and position of the bank to take the foregoing facts by 
themselves. An important clue to the position and policies 
of any bank lies in the composition of its deposit-liabilities. 
It should be noted that in the case of the Punjab National 
Bank, fixed and savings deposits are apt to be as high 
as 75 and at times even 80 per cent, of its total deposits. 
Its limited obligations on account of current accounts 
permits it a degree of freedom which would be inappro¬ 
priate and even imprudent in the case of other banks. In 
this connection, it is well to point out that the bank made 
an unaccoimtable change in its presentation of figures in 
1937. Till that year, savings deposits were included under 
the head “ fixed deposits.” From that year, savings deposits 
are coupled with current deposits. Since current deposits 
have been running low in recent years, the change is to 
be regretted as raising suspicion of a desire on the part 
of the aufftorities to conceal the fact. 

• III* fool nolo on tiie pfovtoug poft. 
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The bank had in 1938, 48 branches the bulk of which 
was concentrated in the Punjab. Its resources per branch 
averaged to Rs. 15 lakhs only. Anv^ng the Big Five, it 
has the smallest volume of resources per branch. 

Like some other Indian joint stock banks, the Punjab 
National Bank has had its difficulties and its critics. The 
report of December 1916 notes “with regret that the 
Arya Patrika, which recently started, made a mountain 
out of a molehill by its dark references to the loss the 
bank may suffer by the conduct of the local director of 
the Ludhiana branch.” Actually, the loss could not have 
exceeded Rs. 45,000. The bank suffered another small 
mishap in June 1917 when its accountant and cashier of 
the Bombay branch absconded with Rs. 45,000. The selection 
of bank personnel and the control and inspection of 
branches are, it is to be very much feared, very weak 
points with many Indian banks. 

The average rate paid by the bank on its deposits tends 
to be a little lower than what is paid by the Allahabad 
Bank whose rates tend to the highest among the Big Five. 
More than 4 per cent, during the war, the average was a 
little higher during the twenties and declined faster than 
the rate of the Allahabad Bank during and after the 
Depression. But its rate of earning has been always 
inferior to that of the Allahabad bank while its ratio of 
expenses is the highest among the Big Five. 

Before the Depression, the bank had paid dividends as 
high as 7 (1903), 10 (1912) and 15 per cent. (1927). In 
recent years, it has maintained it at much more modest 
levels, 5 to 6 per cent, in fact. The value of its shares 
which once were quoted as high as Rs. 161<171 (1927) 
declined fairt to 51-80 in the dark depression yeta 1933 
and are now quoted at about par. 



TABLiB XIX Punjab Nattoonl Bank. (Dec. Slat.) 
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TABLE XX 


Punjab National Bank 

( Percental to Deposits ) 
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The Allahabad Bank’" 

The Allahabad Bank of India is the oldest among “ Indian ” 
joint-stock banks. Registered in 1865 at Allahabad, it 
started operations in the same year with a paid-up capital 
of 1*9 lakhs and hardly any deposits. It raised its capital 
to 3 lakhs by 1870, 4 lakhs by 1890 and) 5 lakhs by 1900. A 
small reserve fund of Rs. 3000 only was launched in 1867 
and with small additions was raised to about 1 lakh in 1880, 
a little above 3 lakhs in 1890 and almost 10 lakhs in 1900. 

The progress of deposits was very slow, ’80 per cent, of 
deposits in 1870, its capital and reserve still amounted to as 
much as 22*8 per cent, as late as 1880. After 1880, the 
progress was quickened but it was during the remarkable 
closing decade of the last century* that the bank grew to 
impressive size. Its deposits which amounted to 59 lakhs 
only in 1890 passed 2 crores by 1900. The ratio of capital 
and reserve to deposits sank from 12*3 per cent, in 1890 to 
as low as 6*6 per cent, in 1900. 

It adopted a cautious policy of expansion. It opened its 
first branch at Cawnpore as late as 1888 when its aggregate 
resources were well over 40 lakhs. Even after the outbreak 
of the Great War, its branches numbered only 12 in 1917, 
when its aggregate resources amoimted to more than 6 
crores. The subsequent growth was a little more rapid. 
In 1938, its branches, including two pay-offices, numbered 
56 and were largely concentrated in the Punjab and the 
U.P. Its resources per branch thus aggregate to Rs. 20 lakhs 
on the average. 

In 1922, the P. & O. Banking Corporation made an offer 
of affiliation which was accepted with great eagerness, 80 
per cent, of the shareholders voting in favour. The P. & O. 
Banking Corporation offered a price of Rs. 436 per fully paid 
share of Rs. 100 whoi the highest pre-war quotation for it 
was Rs. 365 and the quotation during the hectic days of 
• Tkbb 1 aad xxn - . 
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1920 was never above Rs. 300. Prom the earliest days, the 
Allahabad Bank had never been free of European influence 
and management but now its subjugation was complete and 
official. 

In 1927, a further change in the same direction occurred. 
The Chartered Bank of India, Australia and China purchased 
196,059 out of 259,416 shares of the P. & O. Banking Corpo¬ 
ration. A great exchange bank thus acquired an over¬ 
whelming foothold in the interior of the coimtry. 

The progress of deposits during the first decade of the 
present century and the Great War was so rapid that in 
spite of the quadrupling of the paid-up capital and reserve 
of the bank in the first twenty years, their ratio to deposits 
remained low at about 7 to 8 per cent. The subsequent 
history reveals a stabilisation of resources and the ratio. 

During the war years, it kept its investments prudently 
low and maintained its advances and loans at about 60 per 
cent, and more. The policy was reversed after the War, 
loans and advances falling to about 50 per cent, and less and 
investments increasing from less than 5 per cent, to 20 and 
later 30 per cent. The stagnation of post 1929 years con¬ 
firmed the trend, loans and advances sinking below 40 per 
cent, and iovestments improving to 40 per cent, and more. 

Almost the whole of its investment portfolio consists of 
government securities. Since 1922, the Bank developed for 
some time and the practice of holding 2 to 4 per cent, of its 
deposits as Short Deposits with other banks. Its portfolio 
of bills has been always substantial, generally exceeding 
8 per cent, but in recent years as in the case of all the other 
banks, it has fallen very low—as low as 2 per cent., 

At .nn tbne during ^e last .30 years hjM the cash ratio 
fall^ below IQ per ci^t, and mpra .oft^ .than not, it ha^ 
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been above 15 per cent. When treasury bills were available 
at the fall of the year, it has tried to lay by a stock of them— 
sometimes as high as 10 per cent, and more of its deposits. 
These facts taken together indicate how the bank has been 
strong in its desire to maintain a liquid position. When it 
is recalled that its fixed deposits tend to be about 70 per 
cent, of the total i.e. lower than in the case of the Punjab 
National Bank only, its position appears almost impregnable. 
Besides, we must note that recent years have seen a 
remarkable growth of Saving Deposits, which as a point of 
strength stand midway between fixed and current deposits. 
Till the year of affiliation, saving deposits never exceeded 
2-5 per cent, of the total. Since then, they have grown fast 
till by 1936-37, they were higher than 11 per cent. 

The Bank of Allahabad operates chiefiy in the U.P. and 
the Punjab. Before and during the War, its rate of earnings 
used to be generally between 5 and 6 per cent, while the 
average rate offered on deposits varied between 2*5 and 
5 per cent. The margin of gross profits was therefore quite 
a generous one—^the rate working out at 2*0 and 2*5 per 
cent. Its ratio of expenses in those years was, however, 
inferior to those of the Imperial Bank of India, Bank of 
Baroda and the Bank of India only and its net profits rate 
was quite respectable—varying between *75 and 1*0 
per cent. 

In the period of high interest-rates and more acute com¬ 
petition which succeeded the war, the Allahabad Bank has 
been paying rates on its deposits which are generally higher 
than those of any other bank barring the Indian Bank of 
Madras which however is in a class by itselt Before the 
Depression, the average rate on deposits was generally 
between 4*5 to 5*5 per cent and even 6 per cent, and since 
th»i, it has fallen to somewhere below 4 per cent. The 
rate of earning had increased to somewhere between 0*5 
and 7*5 per cent in pre-Depression y^ars and fell to 5 per 
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cent thereafter, leaving practically the same profit margin 
as before. 

i 

The expense ratio of the bank has, however, gradually 
moved up and shows no fall even after the Depression. The 
creation of branches explains it very largely—the average 
resources being only 20 lakhs per branch which is more 
than twice the figure for the Indian bank but less than the 
figure for any other of the Big Five. The Allahabad Bank 
deserves commendation on the ground that among’ the Big 
Five, it has always devoted a good fraction of its gross 
profits to salaries of employees. Even before 1920, this 
fraction was well maintained at 40 per cent, and above. 
But since then, more branches have come into existence 
and the fraction of salaries has mounted up to 55 per cent. 

The rate of net profits, always lowest among the Big Five 
has fallen still further after 1920. It has maintained itself 
with difiiculty at *50 per cent. 

Its rate of dividend was 15 per cent, till 1905, rose to 17 
per cent, in 1906 and 16 per cent, in 1908—the last rate 
being maintained consistently till now. Its reserve fund 
has stood about the same figure as in the last War, which 
means that net profits have been entirely used to bolster 
up the dividend rate. During the War, much less than 
half the net profits used to be paid in dividends—which was 
certainly a very conservative policy. The price of its 
ordinary shares which stood between Rs. 254 to 270 as early 
as 1907 rose to Rs. 355 to 365 in 1923 and declined to less 
than Rs. 300 by 1920. 
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TABLE XXI 

The Allahabad Bank of India. 

(Dec. 81st) 

(Figures in OOOs till 1890 inclusive and in lakhs thereafter) 













































































































Allahabad Bank of India—con^nti^d 
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TABLE XXII 

The Allahabad Bank of India. 

(Percentage of Deposits) 
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The AUahabad Bank of India*—Con<d. 
(Percentage to Deposits) 
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TIm Bank «f Bainda* 

Tke Bank of Baroda was established in 1909 under the 
j^tronage of Ihe enlightened Ruler of that State and with 
an assured volume of working resources as incidental to the 
management of State revenues and expenditure. As early 
as 1912, its deposits reached the neighbourhood of 1 crore 
and the ratio of capital and reserve to deposits stood well 
above 10 per cent. When the Great War inflated its deposits 
from about 1 crore in 1914 to more than 5 crores in 1920, 
the authorities took the precautionary step of raising its 
capital and reserve to 20 and 12 lakhs respectively in 1918 
in the flrst instance and again in 1921 to 30 and 17 lakhs 
respectively. Its reserve has been steadily augmented till 
in 1938 it reached 25 lakhs. The progress of deposits has 
been however so steady that the capital and reserve ratio 
has not been much above 8 or 9 per cent, and sometimes 
indeed has fallen below these levels. 

The bank opened its flrst branch at Bombay in 1919. By 
1938, it had established 23 branches most of which were 
concentrated in Gujarat and Kathiawar. Its average 
resources per branch stood in that year at a respectable 
flgure of more than 30 lakhs. 

Except for the years of the Great War, when the 
percentage to deposits exceeded 80 and even 90, the 
aggregate of loans and advances has been generally less 
than 55 per cent, and in the recent post-Depression years, 
it has been as low as 30 per cent. Its bill>portfolio has 
occasionally reached arresting size but as a post-war 
practice, the bank has been inclined to And a larger and 
larger outlet for its funds in investments. Government 

• ittiMXXinMdxxiv. 
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securities at^unt for as hi|^ a percentage deposits as 
30, 35 and 40 per cent, but post-war years have witnessed 
a remark(d)le rise in Railway and other Debentures and 
Ordinary Shares of public companies. During tiie presoit 
decade, these latter investments have been well above 15 
per cent. 

The bank has maintained a high cash ratio. Generally 
above 15 per cent, it has never fallen below 12 per cant. 
Till the Depression produced its effects in recent years, the 
proportion of fixed deposits was rarely below 60 per cent. 

Most banks in India suffer from time to time from some 
chronic malady which public imagination attaches to it as 
its special weakness. The malady to which the Bank of 
Baroda is prone is periodic rumours of withdrawal of State 
funds and support. In 1925 and again in November 1933, 
these rumours, even though utterly imfoimded, succeeded 
in causing temporary runs on the bank. 

Its rate of gross profits is the lowest among important 
Indian banks—and till recently showed a tendency to 
decline. Well over 2 per cent, during and before the Great 
War, it has fiuctuated very much thereafter, being generally 
between 1*40 and 1*60 per cent. This modest rate may be 
partly due to the high liquidity of the bank’s assets in 
general. We have noted the high proportion of its ca^ and 
its investments. Partly, this should be ascribed to the fact 
that its chief area of operation is Gujarat and Kathiawar 
where funds are relatively more abundant and competiti<m 
among banks and private loiders decidedly keen. 

Its expense ratio is also low, being inferior only to t|ie 
Bank of India’s. The Bank of Baroda has o»ly a few 
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brandies and its average resources per branch are high, 
being somewhat smaller than the Central Bank’s. Till 1933, 
its expenditure on salaries also was less than that of any 
0tiier1>ank--being less than 30 per cent, of its gross profits. 
A large volume of resources relatively to the size of the 
organisation is probably a part of the secret of its low 
expenses ratio. 

Although the rates of gross profits and the expenses ratio 
are both low, the former is relatively so modest that the 
difference between them i.e. the rate of net profits compares 
unfavourably with those of the Imperial Bank, the Central 
Bank of India and the Bank of India. The rate also shows 
a progressive decline. Well over 1*00 per cent, before 1924, 
it has never reached those levels again, *60 to *80 per cent, 
being the usual range. 

Altogether, the bank seems to have reached the maximum 
point of exploitation of the area over which it operates. 
For further growth and conquest, it must look in the future 
more and more to other parts of the country and to othdr 
lines of business. 



TABLE XXIII 

The Bank of Baroda ( Dec. 81) 

(Fignret in Lakiii) 
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TABLE XXIV Tbe Bank of Baroda 
( Percentage to Deposits) 
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The Bank ol Mysore* 

The Bank of Mysore was established in 1912 Mdth the 
active patronage and support of the State. Its paid-up capital 
was Rs. 10 lakhs, the State holding l/3rd of its shares. The 
State retained in its hands the right of general supervision 
and, what was much more important in those days, the 
right of audit as well. A proportion of the directorate was 
to consist of State officials. The bmik was entrusted with 
the management of state funds which, in the earlier years, 
equalled the paid-up capital of the bank. 

In 1915, the aggregate liabilities amounted to about 50 
lakhs of which the paid-up capital and State funds accounted 
for a little more than one half. By 1919 and 1920, the deposits 
of the bank reached 1 crore and on the eve of the 1929-30 
crisis, nearly 2 crores. 

During the Depression, the bank fairly maintained its 
ground and after the recovery of 1934-35 recorded further 
progress till its deposits reached 2} crores in 1938. 

A remarkable feature of its recent history is the impres¬ 
sive growth of savings deposits or as the balance-sheets 
describe it more appositely, ** thrift deposits.” Between 
1914-1926, these deposits rarely amounted to 2 per cent, of 
total deposit-liabilities. After 1926, they increased progres¬ 
sively till in 1938, the percentage was well above 14. 

Before the Depression, loans and advances of the bank 
were apt to be more than 75 per cent of deposits and it is 
significant that even after the Depression, the percentage 
has rard^y fallen below 65 and even then, not in any 
appreciable degree. Its bill portfolio has rarely exceeded 
5 per cent, of deposits. 

As in the case of other banks, the conclusion of Peace 
and the expected fall in interest-rates proved a strong 
inducement to increase investments. Less than 5 per cent, 
of deposits before 1920, investments increased steadily till 
in more recent ye^ they have tended fo be in the 
neit^bomffiqod of 30 per cent, and even more. Till tl^e 
onset of the Dej^saion, these investmenite used to be hc^ 
almost wholly in Govemmmtt of India $ecu]titles. Tliere^ 

« lUlM XXV nd XXVI. 
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after, the share of Mysore Govenuneht Mans iiegan to 
increase till they were a close second to Government of 
India securities. In the last three or four years, government- 
guaranteed and miscellaneous seciuities have also reached 
an appreciable size—being above 8 per cent, in 1938. 

On accoimt of the predominance of loans and advances, 
however, the investment portfolio of this bank is small in 
size as compared with those of other banks. 

Changes in the size of loans, advances and investments 
are explained to a certain extent when the cash-oratio of the 
bank is examined. Till 1922 the cash ratio used to be very 
high as a rule, generally above 20 per cent, of depo¬ 
sits, in fact. It shows a sensible decline thereafter to 
as low levels as 11 and 13 per cent. In the year 1938, 
it has stmk as low as 7 per cent, but in the earlier two 
or three years the fall was partly compensated by 3 to 5 per 
cent, of deposits being held with other banks. The bulk of 
the increase in investments has thus taken place at the 
expense of cash, a procedure justified somewhat by the 
rapid growth of saving deposits. 

The bank, although well-managed, has had its phases of 
distrust and the difficulties springing from it. Perhaps, it 
experienced its most difficult time when the failure of the 
Alliance Bank of Simla created nervousness and doleful 
speculations about Indian joint stock banks. Critics claimed 
to have discovered that a large amount of about 25 lakhs had 
been lent without adequate security to directors or ex-direc- 
tors, either personally or through Ihe medium of concerns in 
which they were directly interested. The shareholders 
appointed a committee of investigation on 2Sth July, 1925. 
The inquiry disclosed that the security behind the loans 
was more than adequate, that no preferential treatment 
had b^ accorded in the matter of rates charged and the 
loans were being liquidated on due dates. 

I nclu din g its head office, the bank has at present 16 
branches. Almoiit all of them are in the territoHes bf^the 
Mysore State. The deposits per brandb work Oiit at dbout 
14 lakhs on the average. . ' * ' 



TABLE XXV The Bank of Mysore. ( Dec. 81st. Balance Sheets.) 
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TABLE XXVI 
The Bank of M3rsore 

( Percentage of Deposits ) 
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Tlie llaitlr» 

Indian Bank established in 1907 is at present the 
largest of Soutii Indian banks. 

Its progress in the earlier years was slow—a fact indictive 
largely of smaller banking potentialities of South India. 
In 1908, its paid-up capital was about 10 lakhs and its 
deposits a little more than 8 lakhs. By tiie crisis of 1913-H 
it had succeeded in building up a reserve of li lakhs and 
accumulated deposits of more than 30 lakhs. The spon¬ 
sors of the bank were singularly fortunate in that the 
1913-14 crisis did not penetrate into South India and they 
could say with justification that bank failures "have not 
affected us.” 


It was not till 1925 that the deposits of the bank passed 
1 crore. By 1932, they were in the neighbourhood of 2 
crores and by 1938, they approached 34 crores. 

Much of this recent increase in resources has to be 
ascribed to vigorous extension of branches. Till 1935, 
branches munbered only 6 which gave an average volume 
of resources per branch of about 20 lakhs of rupees. The 
number increased to 15 in 1930, 26 in 1936, 33 in 1937 and 
40 in 1938. The average resources per office fell to about 
9 lakhs in 1938. This extraordinary extension of branches 
was the outcome of imusual banking conditions in the 
South whidi ultimately ended in the banking crisis ot 
South India centering roimd the collapse of the Travancore 
National and Quilon Bank.t 


With increase in resources, the bank adopted a prudent 
policy of adding to its reserve. Its capital was increased 
slightly to about 124 lakhs in 1930 and about 13 lakhs in 
1938 but its reserve was augmented much faster and caught 
it up by 1935. Only 4 lakhs in 1920, it was raised to 10 
lakhs in 1930 and is still maintained at that figure. The 
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nrtio of capital and reserve to deposits has nevtirthdass 
steadily fallen from well above 20 to 25 per cent, prior to 
1920 to about 10 per cent, by 1935 and less than 8 per cent, 
in subsequent years. 

Its loans, advances and bills which are not separately 
stated amounted usually to more than 100 per cent, of 
deposits till 1925 and before the crisis of 1929>30 ranged 
above 80 per cent. After a great shrinkage to less than 
40 per cent., they have recovered recently to about W to 
70 per cent. The figures for the last few years show that 
the proportion of bills in the aggregate of loans, advances 
and bills has been quite high, about l/7th to l/4th of the 
total. 

Its investments which are composed almost entirdy of 
government securities were below 5 per cent, till 1920 and 
have only risen after 1925 to 15, 20 and 25 per cent, of 
deposits. In the last few years, the bank has shown some 
inclination to pay attention to Native State loans and 
diares of joint stock companies. 

The cash ratio of the bank has been always impressive, 
standing always above 15 per cent, and sometimes in the 
neighbourhood of 20 per cent. 

It would be strange if banking institutions in the South 
stood above other institutions in being free fronv communal 
influences. As a matter of fact, the infection is too all 
pervasive for a bank to escape it. The following extract 
from the speech of the bank chairman proves how great 
is the need of vigilance on this point. There seems to 
be an impression in some quarters that the Nattukottai 
CSietties are unduly favoiured by this Bank in the matter 
of loans. In the sense that a much larger amount is lent 
them than to non-Nattikottai Chetties, it may be true 
to some extent. . . . The bank has sustained no loss by 
reason of loans to the Nattukottai Chetties, but on the 
other hand, all the comparatively little loss it has sus¬ 
tained (is) by reason of loans made to non-Nattukottai 
Caietties ... if Nattukottai Chetties are not to be encour- 
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f^edt-to extent th^ are, our mon^ is likely to lie 
lodced ujp.” 

The particular impression dealt with by the Chairman 
was most probably without any substance. But recent 
events connected with the failure of the Travancore 
National & Quilon Bank prove that there cannot be over¬ 
cautiousness on this head. The facts so far as they can 
be ascertained seem to be these. The Glares of the Indian 
Bank are held largely by the Nattukottai Chetties who 
are consequently in a strong position to miould the policy 
of the bank. They may have made use of their power 
as alleged to secure advances to their own community 
members on the basis of mere two name paper. In certain 
years, these advances on personal credit have been almost 
as large as the deposits of the bank while advances against 
goods and for trade purposes have been only a fraction, 
from about l/13th to 1/lOth of advances. The Chetti 
firms themselves engage almost excliisively in banking 
and not in trade. In other words, the functe of the bank 
are not available directly for trade of the country but only 
indirectly through the lending operations of the Chetties. 
What gives a tinge of bitterness to the complaints is the 
fact that the deposits of the bank are not drawn in any 
appreciable measure from the Chetties who. have other 
outlets for their n^ney but from other classes and com- 
mimities, salary-earners and wage-earners. The bank 
prefers the security of the Chetty intermediaary to that 
of goods or other assets and earns perhaps a higher rate 
of interest. *^15 should explain why the Indian Bank 
avoids investments and holds such a large proportion of 
funds in loans, advances and bills.* 

The Indian Bank carries on its business in ^e special 
circumstances of South India. Thbse might be described 
in one phrase as paucity of bahkable resourced In spite 
of this paucity, moderation has been the keynote of rates 
which the In^an Bank offeis on its deposits. Till the 
onset of the Great Depression, the average rate paid liy 
it on time and d«nand deposits tended to be next to those 

^ bommeioe, July 2$^ 1292 mad Mt XSUi iWk 
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paid by respectable banhi in the Punjab and the U. P. In 
the twenties and till 1931, rates from 3} to 4 per cent, were 
the general rule. Since the Depression, the rates of the 
Indian Bank are exceeded by the Allahabad Bank of 
India and the Punjab National Bank only. 

Moderate as its deposit rates are, the requirements of 
capital in the South exceed supplies by such a margin 
that the returns on funds invested are the highest among 
those of which we have record. The earnings of the 
Indian Bank per cent, of resources employed represent, 
as pointed out above, only the minimum' average charges 
paid by its clientele. When we take account of the inter* 
mediary services of the Chetties, the cost of finance to the 
public must turn out very much higher than this minimum. 
Yet, the rate of earning of the Indian Bank was perhaps 
the highest among Ihe Big Seven till 1925 and now after 
the Punjab National Bank, it is the next best rate earned 
among the Big Seven. Till 1931, the earning rate was 
conunonly above per cent. After 1931, the rate has 
been rarely below 4 per cent. Perhaps, the predominance 
of coffee, rubber and other agricultural interests in the 
clientele of the bank partly explains the high level of 
these rates. 

The margin between the average rate paid on deposits 
and the rate earned on assets is apt to be as wide as 
24 to 3 per cent, and even more and the rate of gross 
profits has been always the highest among big banks and 
only recently after 1925, has become inferior to that of the 
Imperial Bank. The latter has rarely fallen below 3 per 
cent. 

The advantage of the highest rate of gross profits was 
much reduced by the fact that till 1925 the expense ratio 
was also the highest among those banks of which we have 
any record. This could not be due to any special expen¬ 
siveness of carrying on banking business in South Indis. 
Clerical labour is notoriously cheap in those parts of ffie 
country. Yet, the fraction of gross profits paid as salaries 
which was about 20 to 25 per cent, before th^e close of 
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the Great War has mounted to 30 per cent, since. A 
traction of 25 to 30 percent, holds good for some of the most 
highly stafEed and expensively nmnaged banks in this 
country like the Bank of Baroda, Bank of India, etc. After 
1925, its expense ratio is showing itself to advantage as 
compared with those of the Imperial Bank and the AUaha~ 
bad Bank of India. 

The explanation of this high expense ratio and particularly 
the recent increase in the proportion of expenses to gross 
profits lies in the extension of branches and the small 
volume of resources per branch. With 26 branches in 1936, 
the resources per branch were Rs. 12 lakhs only. With 40 
branches in 1938, the resources per office dwindled to 9 
lakhs. The Allahabad Bank which stands immediately 
above it in point of resources per office or branch has an 
average of 20 lakhs. It is hardly surprising in these circum¬ 
stances that the Indian Bank is one of the most expensive 
to nm among the big Indian banks. That its fraction of 
expenses to gross profits is not higher than those of some 
other banks in the country is imderstandable only on the 
assumption of poor salaries paid to employees. 

In spite of its high expense ratio, however, its rate of net 
profit was the highest among leading banks till the 
Depression year 1935-38. It redounds to the credit of the 
management that ever since the Great War, it has used a 
large part of the net profits to add to the reserves. Only 
3 lakhs in 1918, the reserve improved to 6 lakhs in 1923, 
9 lakhs in 1929 and 13 lakhs in 1935. Today the paid-up 
capital and reserve are equal, although their ratio to deposits 
has fallen rather low. 

The dividend declared in 1908 was only 4 per cent, and 
was raised gradually to per cent, till 1920. By 1927, it had 
reached 12 per c^nt. and with an occasional increase in a 
year.or two, it has been maintained at that flgurer. The sum 
^verted to dividends has been about a half of net proflte, 
Which is not exteasive accordhi^te the usual policies of 
banks In 'lEil&v ■ . • ■ ■ 



TABLE XXVII The Indian Bank. (Dec. 81st.) 
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TABLE XXVIII 
The Indian Bank 
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The Union Bank of Kndia* 

The Union Bank of India was started very recently in 
1919. Its paid-up capital was impressively large—being 40 
lakhs and recently the bank has built up a reserve of 7 lakhs. 
In spite of its own large funds, its acquisition of deposits 
has been rather slow—indicating either that the banking 
potentialities of Bombay City are already well exploited or 
the Union Bank has confined its activities to those classes 
which are already well served by pre-existing banks. By 
1929, the deposits of the bank passed half a crore. The 
Depression caused the bank a sensible setback but it re¬ 
covered lost ground by 1934 and by 1937, the deposits were 
well above 1 crore. 

In consequence of foregoing facts, the ratio of capital and 
reserve stood as high as 150 per cent, and more for the 
greater part of the bank’s existence and even now, it exceeds 
40 per cent. 

Its loan and advances have been 40 to 50 per cent, of 
deposits in recent years and its investments have been 70 
per cent, and more. It is remarkable that ordinary shares 
of joint stock companies account for about ith of the 
investment portfolio. The cash ratio is more often than not 
above 20 per cent. 

It is clear that the bank is still in its initial stages and 
the balance ^eet still bears the mark of immature conditions. 


• TMiIm XXDC ud XXX. 



TABLE XXIX The Union Bank of India. ( March 81st.) 
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TABLE XXX (Percentage to Deposits.) 
The Union Bank of India. 
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The Bank of Behar* 

Judged by its long life, the Bank of Behar is one of the 
senior banks in the country, its year of establishment being 
1911. 

It had ^ very modest, almost obscure beginning. In 1911, 
its paid-up capital was only a meagre Rs. 7000, as against 
authorised and subscribed capital of 10 lakhs and lakhs 
respectively. By 1913, the bank created a reserve of 
3000. The deposit liabilities against these slender owned 
resources amounted to 6 thousand only. 

In its earlier stages at least, the bank engaged in fire and 
life insurance business as well. 

Its paid-up capital was raised very slowly, to 36 thousand 
in 1913, a little over a lakh in 1917 and U lakh in 1920. The 
reserve in these years amounted to 3, 32 and 85 thousand 
only. It attracted a respectable volume of deposits, 5 lakhs 
and over in 1913, 8 lakhs in 1917 and more than 13 lakhs in 
1920. 

Thereafter, steps were taken to expand the capital 
structure of the bank. In 1938, the capital exceeded 13 lakhs 
and deposits stood at 120 lakhs. 

The ratio of capital and reserve to deposits has been in 
the neighbourhood of 10 per cent, in recent years. Its 
investments are rather slender, about 5 to 10 per cent, of 
deposits only. The bulk of its deposits from 70 to 80 per 
cent in fact is placed in loans and advances. The bank 
maintains a high cash ratio—20 per cent and more. 

t ttbNi XXDC and XXX. 



table XXXI 

The Bank of Behar ( Dec. 81st) 
(Figures in thousands) 
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TABLE XXXII 
The Bank of Behar 

(Percentage tb Deposits) 




























CHAPTER Vn 

ECX)NOMY AND EFFICIENCY OF 
INDIAN BANKS* 


Th£ gross profits of a bank are the difference between 
its total eamingsf and the interest it pays its depositors. 
In other words, gross profits represent the cost which the 
public has to bear for the services of banks as inter¬ 
mediaries. Changes in gross profits may occur either 
because earning and deposit rates are not accurately 
adjusted to each other or because the costs of banking 
business have altered. Maladjustments between earning 
and deposit rates can be only temporary and therefore are 
not relevant factors in long period changes. Under com¬ 
petitive conditions, long period movements in gross profits 
^re as a rule the expression of changes in costs df bank¬ 
ing business. 


Gross profits are best expressed as a percentage of 
aggregate resources, capital, reserve and deposits which are 
employed in earning them.j: 


Among big Indian joint stock banks, the highest rate 
of gross profits is earned by the Imperial Bank of India. 
Till the Depression cut into its profits appreciably about 
1931 and the statutary changes of 1935 deprived it of a 
portion of interest-free funds, the rate rarely fell below 
3*20 and was usually very much higher. Self-evidently, 
new areas and classes wilii which the bank was brought 
into contact through its new statutary branches created 
very Isurgely between 1921-1926 have not caused any 
adverse changes in the rates paid on deposits or the lucra¬ 
tiveness of its business. Even after the D^ression, tlte 
rate continues pretty high, never falling below 2*50. These 
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rates may be compared with that of a typical big British 
bank like the Barclays which earned 2*4 per cent in a 
fairly normal year like 

The lowest rate of gross profits is earned usually by 
the Bank of Baroda. Except for a sporadic fiuctuation in 
deposits or in gross profits here and there, the Depression 
seems to have affected this bank but little. Its rate of 
gross profits has rarely fallen below 1-50 and levels above 
1-70 and 1*80 are pretty common, particularly in pre- 
Depression years. 

A close examination of the figures for the leading six 
banks of India makes it clear that there is no evidence 
of any tendency to a secular fall in the rate of gross 
profits. In the case of some of these banks, the onset of 
the Depression caused some recession in the rate Of gross 
profits but there is more than ample evidence, in recent 
years, of recovery to accustomed levels. 

This evidence of recovery is again very remarkable since 
in the last few years, Indian joint stock banks have added 
to their branches in a most striking manner. It will be 
recalled that in the case of many of them the volume of 
resoiirces per branch has shown substantial declines. Yet, 
the tendency of gross profits rate to maintain itself proves 
that we are far from reaching positively improfitable 
classes or areas in the country. 

The net profit of a bank is the balance of gross profits 
over and above the expenses incurred in the management 
of its business. Changes in net profits over a period of 
time indicate whether changes in the size of a bank have 
brought with them economies or diseconomies of mana¬ 
gement. Net profits of banks relatively to each other 
ttoow li^t on their relative efficiencies of management 
or orgipiizatlon as well as their special problems and 
diffic^ties. Net profits are thus a matter of dbep concern 
bol^ to shareholders and the community at lar^. 

Net prcAta are again best expressed as a percentaga. ^ 
the i^igr^ate resource, capital, reserve and depoalts whiw 
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are employed to earn them. The difference between the 
rates of gross profits and net profits gives us the expense 
ratio of banks per unit of resources. 

The Imperial Bank of India maintains again the highest 
rate of net profits. Till the Depression produced its effects 
by 1932, the rate moved well above 1*50 reaching as high 
as 2*0 in the boom year 1921 and 1*85 in the normal year 
1927. 

The Bank of Allahabad or the Bank of Baroda tends gene- 
ally to show the lowest rate of net profits. The Bank 
of Baroda, it will be recalled, has the lowest rate of gross 
profits and its expense ratio shows itself to advantage as 
compared with many banks in this country. Its low rate 
of net profits is therefore due to causes which operate on 
its gross rate and which we have analysed elsewhere.* 

The Allahabad Bank reveals a different situation. Its 
rate of net profits, although low, has been remarkably 
stable. While it reached levels much above *80 during the 
war, it has been generally in the neighbourhood of *50 
and sometimes above it in post-war times. 

The Depression makes it difiicult to speak about any 
secular tendencies of net profits. While gross profits fell 
and recovered, different banks were able to reduce their 
expenses in different degrees. Most of the banks found 
their expense ratio actually mounting up while one or two 
like the Bank of Baroda and the Central Bank succeeded 
in checking the rise. The Imperial Bank seems to have 
succeeded most, due probably to its growing Indianisation. 

Salaries paid to the staff are at once the most important 
and unfortvmately the most elastic head of a bank’s expen¬ 
diture. They are best expressed as a percentage of the 
gross profits of a bank, gross profits being the direct source 
out of which they must be supported. The Barela^ 
Bank showed this fraction for a normal year like 1926 at 
49*75, a figure which holds good probably for all the Big 
Five of England. 

• p».n>*u. , , , 
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In India, this fraction varies from about 25 per cent, in 
the case of the Bank of India to about 52-55 per cent, in 
the case of the Allahabad Bank. Comparing post-Depres- 
sion years with those immediately preceding, we do not 
find an appreciable rise in the fraction. Over the last 
25 years or so, however, the fraction shows a secular rise. 
It is partly due no doubt to the extension of branches but 
partly it may be due to qualitative improvement in the 
bank personnels. 

The stability of gross profits rates and the secular rise 
in the expense ratios of banks raise the question whether 
our banks have expanded beyond the point of maximum 
profitability. It is not easy to draw definite inferences 
since the Depression has hit different banks in different 
degrees. Their ability to reduce their overhead expenses 
natiurally varies. The Punjab National Bank is perhaps 
the worst sufferer, if only the level of net profits is taken 
into account. The Allahabad Bank more than maintained 
its position while the Bank of India, the Central Bank and 
the Bank of Baroda prevented fall to very low levels. The 
net profits rate of the Imperial Bank never receded below 
1*10 per cent. The tide was generally reversed by 1936 
and recovery to pre-Depression levels is now only a 
question of time. 

Taking pre-Depression years, three banks namely the 
Imperial Bank, the Central Bank of India and the Bank of 
India showed a rate of net profits well above I'OO per cent. 
The Punjab National Bank and the Bank of Baroda record 
a rate generally above *80. The Allahabad Bank had and 
still has a stable rate of about *50 and more. 

Experience of other countries should throw some light 
on the si^ificance of these differences. The net profits rate 
of L(mdon banks between 1861 and 1913 and the rate for 
banks in England and Wales between 1874 and 1913 have 
both declined in a {arogresslve . manner. In the latter case, 
the decline has been from 1,*88; per oent in 1874 to *57 per 
cent, in 1923.' For Barclays Bank, which may ,be:t8ken^a8 
typical nf the J8igiFive» the rate lor W wae t.TS, IP^efe ie 
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no dou^t about the causes of this remarkable decline. Their 
expenditure ratio has mounted up with ruthless consistencjr, 
1^ items of expenditure practically remaining the same. 
Increased charges have largely occurred imder the heads 
Salaries, Rents, Taxes and Telephone Charges, items all 
connected with the expansion of branches. In actual 
figures, the ratio of expenses to working resources mounted 
up from *74 in 1861 to *96 in 1914 for all banks in London. 

Per unit of resources employed, there is no doubt that 
the expenses of banking business are very high in this 
country. In spite of a progressive deterioation from 1861 
to 1914, the expense ratio of British banks was only *96 per 
cent, in the latter year. Only two banks in this country, 
the Bank of India and the Bank of Baroda show a ratio 
which compares favourably with the British ratio. The 
example of these two banks, so diverse in the character of 
the territories served, is sufficient proof that special condi¬ 
tions of India as such cannot explain the difference in the 
outcome of banking in India and banking in England. The 
expense ratios of these two banks, which vary between *75 
to *85 per cent, are superior to that of a typical big bank 
like the Barclays even. The other big five Indian banks 
have expense ratios which vary between a wide range of 
1*40 to 2*50 per cent. The lower limit is represented by 
the Central Bank of India and the upper limit by the Indian 
Bank of Madras. 

Comparison with British banks is to an extent tmfair to 
Indian banks since Great Britain represents the most 
advanced and experienced banking system of the world. 
The volume of resoturces per office and consequently, gross 
profits are so large in Great Britain that even with their 
much more elaborate organisation and liberal salaries, only 
a small fraction out of the latter has to be paid out in 
mcpenses. In other words, the fraction of gross profits 
retained as net profits is the highest in the world. It has 
tended even in recoit years to exceed 85 and 90 per c«it. 
when In o^er countries like Switzerland and the United 
f^tes Si to 40 per cent. bef<Mre tiie crisis and 25 to % per 
cent. aRer Ihe erMs have been the rule. Among Indian heiiirit 
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the fraction has been the loweat for the Allahabad 
Bank (21 to 25 per eoit.) and the Punjab National Bank 
(10 to 20 per cent), moderately low for the Central Bank 
(35 to 40 per cent) and fairly high for other banks (40 to 
SO per coit). The Bank of India leads with the highest 
fraction which is generally in the neighbourhood of 55 per 
cent 

The main factor in the high expense ratios of our banks 
is indisputably the small voltune of resources with which 
they have to operate. Modem methods of banking pre¬ 
suppose certain elaborate organisation and practices. They 
prove chea(p only when the resources which are to be 
handled are very large. In India, each step in expansion 
means as a'rule^venturing on areas of lower and lower 
banking potentialities. The outcome is increasing expense 
ratios. 

The resources per branch of the Bank of India are thrice 
as high as those of the Imperial Bank which ranks next to 
it on this point. It is inevitable therefore that its expense 
ratio should be the lowest. Other banks have resources 
per branch which range from about 45 lakhs in the case 
of the Imperial Bank of India to a mere 10 lakhs in the 
case of the Indian Bank of Madras. In regard to their 
expense ratios, it will be found that their ranking is 
approximately the same as that which holds for their 
resources per branch. 

It is also true that our banks have yet to develop a 
technique suitable Jo the conditions and banking resources 
of the country. Pediaps, the main weakness lies in the . 
quality of the personnel which our bMiks recruit . It is to 
be feared that the wastefulness of cheap labour and the 
economy of high wages are no more thm pious phrases 
even in the highest business quarters in this country. 
Everything seems to ctmspire to pti k premium on every¬ 
thing accept quahSeations and abdtfyi Little has be^ 
dime to devttbqjt «my special type of training suitable lor 
the sdian or the Itap 

tii big FrcahIMit banks 
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to present the appearance, sometimes of a holiday picnic 
and sdmetimes of the confusion and disorder of an Indian 
bazaar.* 

'^Little accurate or systematic thought has been devoted 
to the planning and execution of bank-organisation. Modem 
devices are conspicuous by their absence. Little effort is 
made to distinguish between profitable and unprofitable 
activities, cost accoimting and specific investigations being 
looked on as dangerous heresies, 


. The net profits of banks computed as percentages of 
capital and reserves vary between 9*01 per cent, for the 
Bank of Baroda to 16.5 per cent, for the Indian Bank. This 
is indeed remarkable since the ratio of capital and reserves 
to borrowed resources is much higher than in England and 
certainly not inferior to those of other countries. The 
corresponding percentages for England, France, the United 
State and Switzerland are markedly lower. In other 
words, the profits available for distribution to shareholders 
are quite generous in this country. 


It has been sometimes alleged that banks, in India 
distribute tod large a share of their net profits as dividends 
with the object of maintaining the value of their shares and 
creating a spurious kind of confidence in themselves. Such 
an allegation could not hold true of the more well-known 

* On the oooMkm of the Inauguration of the Sydenham College Banking Aseociation 
in 1024, Mr. A. G. Cray, Manager of the Bank of India obeerved, intef alia—** The anewer 
i»---the extraordinary ewense of a branch office in India as compared with that in Kn ghjmt 
and more especially in Scotland. 

In Great Britain, the staff of a new branch bank may consiat of nothing but a manager 
and one Junior derk, probably an apprentice, while a small office at Parel (a poor part of 
Bombay) would xequira:—- 

An Agent, 

Accountant, 

Recelyiim Cashier, 

Paying whter. 

Two derkt, 

and about fbnr sepoys or himals, 

together with an organixation at Head Offioe to replaee t^iim men at e nolloe in 

case of doknees or oereroonlei. 

..But the real orux of the matter li that ttie Indian Bbnk Offldbl muit loam In da 

bis own routine work and not only to sit in an off loe oluikfuid dve oeders to detks i 


__sfflsa 

I would aek you to the teal hMUgenouf j Wi M itg oigMiaetioii of India l,e. the SbmffJiif 
eyetero..^.*.** ■ ' ’ • ; ^ 


at the same tlmd, 1 do hot sdggest that you sho^d 
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banks in the country.* In times of exceptionally 16aln 
profits like those which succeeded the 1929 crisis, dividends 
have been maintained by allotting as large a fraction of net 
profits as 80 to 90 per cent, for the p\irpose. Such was the 
policy of the most conservative and well-managed banks 
even like the Bank of India and the Bank of Baroda. But 
ordinarily, the fraction rarely exceeds 60 per cent. The 
share values of these banks follow the course of the stock 
exchange cycles and give no ground to suspect any undue 
infiation of values. As in the case of the Allahabad Bank, 
their afiOliations and other wellknown qualities exercise 
some influence on values over and above the influence of 
mere relative return. Otherwise, the main evil in this field 
is the declaration of profits and dividends even though no 
profits or no adequate profits have been made by new banks 
or banks which have yet to establish themselves in public 
esteem. The practice is however very hard to eradicate as 
a low dividend is apt to be understood as an admission of 
doubtful prospects for a bank. Since the public does not 
and cannot discriminate between prudent policy and admis¬ 
sion of frustrated hopes, a bank management which has the 
courage to declare a low dividend may find itself inviting 
the very disaster it is seeking to avert.t 

• Pp. 187; 1»8 iSOl; a07;SS5. 
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CHAPTER Vm. 

THE RESERVE BANK OP INDIA . 

In his annexe to the Chamberlain Commission’s Report, 
Keynes developed the first serious and comprehensive 
scheme for a central bank for India. The need of a central 
bank did not however become an article of accepted faith 
in India till central banks were proclaimed in international 
conferences as the only protection against economic and 
monetary chaos of the post-War kind. The Hilton-Young 
Commission thereafter discovered or pretended to discover 
“the inherent weakness of a system in which the control 
of currency and of credit is in the hands of two distinct 
authorities whose policies may be widely divergent, and in 
which the currency and banking reserves are controlled 
and managed separately one from the other.” It rejected 
the proposal to transform the Imperial Bank of India into 
a centr^ bank for the purpose in a doctrinaire manner and 
elaborated a scheme for a new central bank, the main 
features of which were later incorporated into the Reserve 
Bank of India. 

It is necessary to recall the background to the present 
Reserve Bank of India Act of 1934. For, the main consti¬ 
tuents of that background still persist and may influence 
the future working of the Reserve Bank in a material 
manner. 

Action on the conclusions of the Hilton-Young Commis¬ 
sion was taken in January 1927 with the introduction in the 
Legislative Assembly of a bill for the Reserve Bank. In 
this bill, the Bank was envisaged as a shareholders’ bank 
with a majority of the Board of Directors elected by share¬ 
holders and a Governor and Deputy Governor nominated 
by the Gov^or-General-in-Council. A Joint Select Com¬ 
mittee of the Assembly to which the bilUwas referred made 
important changes. In the first place, it held that tiie capital 
of the bank diould be supidied by'the State since it is an 
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invariable experi^ce that the participation of diarehoklera 
in the control of joint^tock enterprize is a mere myth and 
power always falls into the hands of a self>eleetive, dose 
oligarchy. Secondly, while active engagement in agri> 
culture, commerce finance or industry was a desirable 
qualification in a member of the Board, membership of the 
Indian or local Legislatures or of the Board of Directors of 
Cooperative Banks should not be a bar, as proposed in the 
Bill. Rejecting the shareholders principle in this manner, 
the Committee then proceeded to indicate how the Govern¬ 
ing Board of the Reserve Bank was to be created. Six 
members of the Board out of a total 15 were to be elected 
by the Indian and Local Legislatures and the majority was 
to be Indian. The Committee insisted that either the 
Governor or the Deputy Governor must be an Indian. These 
changes were suggested on the ground that the E^xecutive 
in India in no way represented or was responsible to the 
Indian public and that its nominations meant in effect alien 
political influence in the place of Indian political influence. 

At one stage, Government were willing to give up the 
shareholders principle so far as the supply of capital went 
but insisted that the bill would have “ to live or die accord¬ 
ing to our success ... in finding a satisfactory directorate.” 
After a visit to London for discussion by the Finance 
Member, however, Government tried to revert to the share¬ 
holders’ principle but the new bill was disallowed by the 
President of the Assembly. In February 1928, after some 
erratic voting in the Assembly, the Government abandoned 
the BUI. 

The immediate cause which brought a Reserve Bank into 
existence was not the monetary and banking needs of the 
coimtry but impending changes in the Central Government 
which involved the transfer of the Finance Portfolio and 
Finance Department to a minister responrible to a Federal 
Legislature. Second Report of the Federal Structure 
CommittM. (13th January 1931) describe it as **a funda¬ 
mental condition of the success of the Constitution that no 
room should be left for doubts as to &e abili^ of India to 
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maintain her financial stability and credit, both at home 
and abroad.” In the sphere of currency, credit and exchange, 
this meant according to the Parliamentary Joint Committee 
(m Indian Constitutional Reform (1933-34) that “a Reserve 
Bank on a sure foundation and free from political influence 
should already have been establi^ed and in successful 
operation before the Constitutional changes at the Centre 
take place.”* The Joint Committee was as a matter of fact 
already anticipated by the Reserve Bank of India Act 1934 
which was piloted through a legislature which could have 
claimed for itself anything except representative character. 

The “sure foundation” of the Reserve Bank was made 
clear in Section 153 of the subsequent Government of India 
Act 1935. No Bill or amendment which affects the coinage 
or currency of the Federation may be introduced or moved 
in either chamber of the Federal Legislature without the 
previous sanction of the Governor-General in his discretion. 
The restrictions relating directly to the Reserve Bank as 
such are even more significant. The White Paper proposals 
which were the basis of the work of the Joint Committee had 
suggested such prior consent only in regard to the powers 
and duties of the Bank as may be included in a Reserve 
Bank act. But the Act of 1935 taking its cue from the Report 
of the Joint Committeef requires such prior consent not 
only to changes in the “functions” but also the “consti¬ 
tution ” of the Reserve Bank of India. In the light of the 
previous history of the question given above, the object 
behind this extension of restrictions is quite obvious. 

We have already discussed some of the problems involved 
in the creation of a Reserve Bank in our examination of the 
status and working of the Imperial Bank of India before 
1935. On several grounds, the Imperial Bank had a good 
claim to be considered as the most natural heir to the 
privileges and responsibilities of a central bank. The more 
important among them were, its size and resources, gradual 
but natural tendency to harmonisation of commercial and 
central banking functions, the high liquidity of its assets 

* pM i0O. 

t Report* pm Ml. 
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secured and enforced by law, a growing friendliness and 
acceptance of its leadership on the part of other banks, the 
clear and traditional emphasis on public interests in the 
appointment of its executive, an unmistakable trend 
towards Indianisation in the ownership of its capital and 
management etc.* These facts have to be borne in mind 
in assessing the worth and value of the new institution 
created by the Act of 1934. 

Constitution 

The Reserve Bank of India is a shareholders’ bank. Its 
share capital of 5 crores is divided into fully paid>up shares 
of Rs. 100 each. Any person domiciled in India and any 
company registered under the Indian Companies Act can 
become a shareholder. In the case of persons who are 
ordinarily resident in India but domiciled in some other 
part of the Empire and companies which have branches in 
India but are incorporated imder the law of some other 
part of the Empire, it is a condition of shareholding that 
the government of the parties concerned should not be 
discriminating against Indians in any way. 

Precautions were taken to prevent accumulation of power 
in particular parts of India or in a few hands. Initially, the 
aggregate shares were alloted on the basis of relative 
importance to five areas, Bombay, Calcutta, Delhi, Madras 
and Rangoon—into which the country was divided for the 
purpose. Secondly, while one vote was allowed to be cast 
for each five shares at elections to the local Board of the 
area concerned, the maximum number of votes for each 
shareholder was fixed at 10. As was to be expected, how> 
ever, economic power and inherent tendmicies of joint stock 
enterprise are slowly frustrating both these objects. As 
the law does not prohibit the transfer of shares from the 
register of one area to the others, the financial power of 
Bombay is gradually asserting Itsell Its ihareholdinjg 
which amounted to 140 lakhs on 1st A|»rll 1$3S rose to 2(^ 
lakhs by .31st December 19^; ^ 

loss. Agi^, shice ihe oblhia ]7 jdiair^older imderstsihds 

• MJM. 
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little and cares less for the public importance of the Reserve 
Bank but is only interested in the scrip as an investment, 
shares of the Bank are gradually acciunulating into fewer 
and fewer hands. Between the dates mentioned just now, 
the number of shareholders has fallen from 92 thousand to 
about 60 thouisand, a decline in which all the five areas 
share more or less. Short of a Ihhitation on the number 
of shares which an individual may be permitted to hold and 
prohibition of transfer froim one area to another, it is 
difficult to counteract this drift. Leaving out of account 
danger of evasion and arbitrary interference with the values 
of shares, it is still very doubtful whether unwilling share¬ 
holders will take any interest in elections or prove desirable 
or enlightened voters. It should not be surprising if as in 
France and England, shareholding is in the course of time 
concentrated in a few plutocratic families. 

As the history of several central banks proves, the exis¬ 
tence of shareholders is as a rule an immaterial factor in 
their actual working. Either by tradition as in England or 
by law as in France, the United States and elsewhere, the 
day to day executive power and consequently the pre¬ 
dominant share in the framing of policy are vested in 
persons who acknowledge no responsibility to any one 
save the country at large or immediately, the government of 
the country. This precedent is followed by the Reserve 
Bank Act of India in that the appointment and removal 
from office of its Governor or Deputy Governors, approval 
of their salaries and allowances, fixing of their terms of 
office, any officiating appointments connected therewith, 
supersession of the Central Board, liquidation of the Bank 
itself are vested in the Governor-General who is to act in 
his discretion. But this adoption of die practice of other 
countries is merely one of form only and not substance. 
The relationship of the Governor-General to the people, of 
this country has no parallel elsewhere and this deprives 
the arrangement of its usual import and significance. 

The general superintendance and direction of the affairs 
and business of die Bank are entrusted to a central Board 
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of Directors. This Board consists of the aforesaid Governor 
and Deputy-Governors, four Directors nominated and 
removable by the Governor-General in his individual 
judgment, eight Directors elected by local Boards of the 
five areas and one government official nominated by the 
Central Government. A Local Board is constituted for each 
of the five areas, composed of five members elected from 
among themselves by the shareholders and not more than 
three members nominated by the Central Board and 
representing territorial and economic interest not already 
represented in the Board. Special attention is to be given 
to the interests of agriculture and co-operative banks in 
these nominations. Local Boards are to advise the Central 
Board on such matters as may be generally or specially 
referred to them and perform duties which are delegated 
to them. 

Freedom from political infiuence desired by the Joint 
Committee is secured by two main disqualifications which 
apply to Directorships and Membership of Local Boards. 
No salaried government official or salaried official of a 
State in India can hold these positions. Members of the 
federal or provincial legislatures who desire to hold these 
positions must sever their connection with those bodies. 
Among other persons similarly disqualified are officers or 
employees of banks other than co-operative banks or 
persons who do not hold unencumbered shares of the Bank 
to the nominal value of at least Rs. 5,000. 

Mtmopoly of Note-Issue and Management 

The monopoly of note issue is intended to give to the 
Reserve Bank complete control over the volume of cash 
and therefore credit in the country. As a means to the 
control of the entire monetary and credit situation, its 
usefulness may be analysed from different angles. 

In some countries notes or notes and coins which cozp- 
prise their legal tmider constitute the bulk of purchasing 
powers . ara- the luain media of transactions. -In 

olhecSr thoF hold an inferiOT status, as means of exchange 
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which figvtre largely in the smaller transactions which 
arise from or co-exist with the volume of big transactions. 
The former situation is well typified by France in which 
tile note circulation of the Bank of France exceeds by a 
third the aggregate time and demand deposits of the Bank 
of France, Parisian Banks and provincial banks. Control 
of the legal tender means in such countries control of the 
entire mpnetary system. In coimtries like England and 
the United States where 90 per cent, and even more of the 
transactions are discharged by means of cheques, the 
demand for currency is largely a demand for deposits. 
The requirements of legal tender are apt to be very 
sporadic and to lag a good deal behind the creation of 
bank money. The power to control the volume of legal 
tender is therefore an ultimate power which is ill-suited 
for expeditious effects and still less for anticipatory checks. 
Such countries have had to develop close-knit banking 
systems and well-articulated structure of interest rates 
in which an impulse released from the Central Bank 
travels automatically to the furtherest extremeties of the 
monetary organization. The object sought to be achieved 
is to effect the volume of credit directly and not mediately 
through the volume of legal tender. 

The monetary organization of India belongs to the first 
type. Though the public has been long familiar with three 
chief forms of purchasing power, namely, rupees, currency 
notes and chequeable deposits, their relative importance 
today is very different from what it was a few decades ago. 
Institutional conditions no doubt set ultimate limits to the 
use of each form. But within these limits, considerations 
of convenience, average size of transactions, per head 
income, level of prices, etc., influence the use of each and 
there are good grounds to surmise that these factors have 
changed omsiderably in the last forty years. On the 
whole, tile extension of notes and cheques has b^n 
favotued at the expense of rupees. 

As early as 1913, the receipts of banks in Biengal a^ 
Bombay showed for rupees as low a percehM|(eiiiii 8 
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to 24 as againsU a percentage for currency notes of 70 to 
88. In a poor and predominantly agricultural province 
like Madras, the percentage of rupees in the receipts 
reached 4^ only as against 52 for currency notes.* 

The situation must have altered much more in favour 
of notes when the Hilton-Yoimg Commission deliberated 
on the currency and banking problems of India. It was 
stated before the Commission tliat^laces which at the 
beginning of the century sent their remittances to banks 
in nothing but rupees were sending twenty*five years later 
as much as half in cmrency notes-f 

Since the post-war boom year 1920, there began a re¬ 
markable return of rupees from circulation which vra^ 
much intensified later by the deflationary movement of 
the thirties. Between 1920-21 and 1937-38, 138 crores of 
rupees have flowed back into the Currency Office. The 
note-circulation has actually recorded an increase in the 
same period. 

It is, therefore, more than probable that today in volume, 
currency notes out-distance rupees by a large margin. 
Official witnesses in India placed before the Hilton-Young 
Commission estimates tending to show that including 
Rs. 85 crores of silver coin and bullion then held in the 
Paper Currency Reserve, the total amount of rupee coin 
in issue at the time was Rs. 350 to Rs. 400 crores. Of 
this huge volume, 150 crores only were regarded as serving 
monetary purposes. Taking into account the great return 
of coins from circulation, it appears highly improbable 
that the volume of rupees in circulation could be today 
anywhere in the neighbourhood of active note circulation 
which amounted to Rs. 183 crores in 1937-384: 


As'between currency notes and chequeable deposits the 
former still exceed the latter which however are slowly 
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gaining over them. If allowance were made for the un> 
doubted greater velocity of deposits, it would be difficult 
to say which predominate.* This might be compared with 
the proportion of deposits to note dxcvdation which is 3: 2 
in France and 12:1 in the United States. 

It is clear in any case that notes and chequeable deposits 
make up the bulk of the purchasing power of the coimtry. 
Control of the monetary system means therefore mainly 
the control of notes and deposits. Even if rupees held a 
status higher than a mere means for small change, the 
demand for them would record economic changes long 
after they have gathered momentum. Besides, there is 
ample evidence to believe that the quantitative relationship 
between the three forms of purchasing power is not of 
an invariable kind. 


The presumed close relationship or dependence between 
credit and legal tender etc., overlooks the natural resistance 
which any sudden and drastic changes in purchasing 
power inevitably set up. The close dependence may assert 
itself in tiie long run but measures of credit control must 
act quickly and with certainty. Indian experience itself 
furnishes illustrations of the high elasticity and mutual 
independence which different forms of exchange media 
disclose in practice. 

In 1920, a hectic sale of reverse councils in the course 
of a few months withdrew from circulation rupees and 
notes to the extent of 39*07 crores. Nothing, however, 
was detracted from the volume of deposits. On the con¬ 
trary, during the same months, there was a rise in deposits 
of 23i crores in which the Presidency Banks and Indian 
joint stocks banks shared eqtudly. The rate of the Bank 
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of Bengal was higher by 1/2 per cent, only than in previous 
2 years and the rate of the Bank of Bombay reached a 
slightly higher level. The burden of the stringency was 
mainly thrown on the open bazar where the rate was 11 
per cent, as against the Presidency Banks’ rate of 5 per 
cent. A study of the cash-ratios of Indian banks indicates 
that they are adaptable to changes in monetary conditions 
within quite wide limits.* 

Again, in the 18 years ending with 1937-38, 118 crores of 
rupees have returned from circulation. But there has 
been actually a net absorption of currency notes to the 
amount of 49 crores. Only in one year, 1924-25, there was 
a return of notes from circulation against an absorption of 
rupees. The volume of deposits, as is to be expected, 
continued stable till 1930 and with the expansion of bank 
branches, etc., grew fast thereafter. 

Control of the monetary system in India means then 
very largely control of note-issue and control of deposit- 
currency. It was a weakness in the position of the 
Imperial Bank that while its very size and expanse gave 
it some control over credit, the control of legal tender was 
retained by the government in its own hands. The step 
in the line of natural evolution should have been to hand 
over the management of the note-issue to the Imperial 
Bank. But a new institution has been created to under¬ 
take both the responsibilities. Ovur subsequent discussion 
will make clear whether the new institution really imifles 
control of currency and credit or the old dichotomy of 
monetary management continues under a different form. 

(1) Under our present reserve arrangements, which 
are described in detail presently, domestic lack of con¬ 
fidence in the note-issue or an internal drain by 
presentation of notes for encashment is not contemplated 
as a factor which should infiuence the size of our reserves. 
Our present arrangements are aimed at securing a certain 
volume of gold or gold equival^lii in the reserve. Gold 
does not drctilate in the country rad indeed the conditim 
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of redeemability, namely, sales and purchases of gold in 
bars of 400 oz. each, is intended to discourage raids on the 
reserve for domestic purposes. A small quantity of rupees 
is no doubt stipulated for as a part of the reserve but it 
is insignificant as compared with the volume of gold and 
gold equivalents and is obviously meant to meet the 
requirements of people for small change. This arrange- 
ment is justified only on the presumption that the people 
of India has full confidence in the note-issue of the coimtry 
and in crisis would be quite content with supplies of notes. 

Our reserve then is held largely with a view to our 
probable external liabilities. There are two points to be 
noted in this connection. Any demand on our gold 
resources is now connected directly with our volume of 
foreign trade and only mediately with the internal volume 
of purchasing power in the country. As a matter of fact 
the old view that equilibrium of foreign debits and credits 
requires a continuous effort to maintain the domestic price 
and income structmre in equilibrium with price and income 
structures abroad contained a large element of exaggeration 
and unreality. Under conditions of continuous interna¬ 
tional trade, it is unlikely that prices and incomes will 
fall out of step very far without calling into action auto¬ 
matic and immediate correctives. The more frequent 
causes of disequilibrium are temporary breakdowns of 
markets, divergences in interest-rates, etc., which cause a 
temporary excess of foreign debits over credits but which 
do not justify measures to restrict or diminish the volume 
of domestic credit. Interference with price and income 
structure is more often than not a necessity arising out 
of general world movement towards inflation or deflation. 
Secondly, in so far as movements of our trade-balance are 
influenced by the domestic price-level, it would have been 
more lo^cal to fix the reserve proportion on the basis of 
notes and deposits rather than notes alone. 

(2) Although notes form the largest single constituwt 
of our purdiasing power, it is not to be presus^ :^t 
the state of money and credit will be immediately reflected 
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in the volume of notes held in the Banking Department 
of the Reserve Bank. According to present law, com* 
mercial banks need hold only a small fraction of their 
reserves as compulsory deposits with the Reserve Bank. 
While in recent years their cash on hand and at the Bank 
has been about 15 per cent, of their d^osit^ the minimui n 
amoimt to be lodged by them at the Reserve Bank is 2 
per cent, of their time and 5 per cent, of their demand 
deposits or on the average per cent, only of their total 
deposits. In regard to the excess over this minimum, 
banks have two alternative courses open to them. They 
may hold the whole of this excess with themselves in their 
vaults in which case it will consist perforce of notes and 
coin. Alternatively, after keeping on hand a bare minimum 
of till money, the rest could be deposited with the Reserve 
Bank. 

According to the present practice, banks hold quite a 
large proportion of these excess reserves with themselves 
in their vaults in notes or coin. Coins are probably a 
small part while the greater part consists of currency* 
notes, perhaps currency notes of larger denomination. 
Even if we assumied that the Big Five held only 4 per cent, 
of their aggregate deposits in 1938-39 in this maimer, it 
would mean a reserve in notes in their vaults of about 
3 crores. For all scheduled banks whose deposits were 
then about 240 crores, the cash actually held as exK:ess 
reserve would be 6 crores out of a total banking reserve of 
22 crores. This figure may be compared with notes in 
circulation which amounted to about 185 crores and notes 
held in the Banking Department of the Reserve Bank 
which amounted to about 28 crores. The note cireulation 
appearing in the returns of the Central Bank included of 
course, the 6 crores which were really dormant in the 
vaults of banks. 

It is ■dear that if inflation took the fcurm of more notes 
in pub^c handle the banks could support it for some time 
without recourse to the .Reserve Bank. Intimatkm to the 
Reserve Bank may be delayed till banks begin to feel ^t 
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their stock of notes is falling to imprudently low levels. 
U inflation were to take place in the form of deposits, the 
volume of mutual claims at the clearing house should 
immediately reveal the drift of things. In case a more 
deflnite signal in the shape of a demand for more notes 
is awaited, the commercial banks will receive it first after 
some lapse of time and the Reserve Bank will become 
aware of the situation only when commercial banks decide 
to replenish their coin and notes. If banks made it a 
practice of holding all eiecess over till money as deposits 
at the Reserve Bank, intimation of credit conditions will 
reach the Bank at a much earlier stage. 

There is another reason why the practice of holding all 
excess over till money as a deposit with the Reserve Bank 
is likely to promote efficiency of credit control. The 
liabilities of the Reserve Bank in the form of notes are 
regulated by law by prescribing certain reserve require¬ 
ments. But the deposits it holds on account of scheduled 
banks are subject to no such restrictions. To the extent 
to which these deposits are not withdrawn in the form of 
notes to meet the requirements of circulation, the Reserve 
Bank can inflate them to any extent by rediscounts or 
grant of loans. Since a deposit with the Reserve Bank 
is treated by banks as equivalent to cash and is usable at 
clearing for meeting adverse balances, it may become the 
basis for a multiple expansion of credit. In this way, the 
fact that all the surplus cash of the community is con¬ 
centrated in the Reserve Bank and that, of any balances 
created in favour of scheduled banks, only a fraction need 
be withdrawn for expansion of the circulation while the 
rest may be retained at the Bank to satisfy compulsory 
reserve requirements puts enormous power into the hands 
of the Bank over the monetary system. If excess reserves 
were always retained in the vaults of banks, loans made 
by the Reserve Bank iQjust immediately cause a drain on 
notes and limit its power to expand purdiasing power. 

(3) The Reserve Bank Act copied from the Bai^ of 
England its peculiar feature of the separation of and 
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Banking Departments. During the long century which has 
elapsed since the Bank Charter Act of 1844, no other country 
outside the British Empire has found it necessary or advis¬ 
able to adopt this practice. It is reasonable to ask in these 
circumstances what purpose such a separation is intended 
to serve or what q)ecial advantages it may offer to this 
country. 

Historically, this separation marked the prevalence in 
England of the views of the Currency School over its rival, 
the Banking School. The Currency School argued that 
only bank-notes, which according to their proposals were 
to be freely convertible into gold and were to rise or fall 
with inflow or outflow of gold, were money. Other forms 
of means of exchange, particularly deposits were not money. 
The management of money including notes was no banking 
function at all and might be even entrusted to a government 
department. While no competition was admissible in the 
issue and management of money and while the aggregate 
of coins and notes was to behave as if it were fully metallic, 
the Currency School regarded the banking work of the Bank 
of England to be on the same footing as the business of 
other banks. The separation of the two departments was 
devised to mark this alleged distinction of principle between 
note-issue management and banking business. 

Even in those early years, events speedily proved that the 
alleged distinction between notes and deposits did not 
exist and that the view of the rival school, the Banking 
School, that forms of currency were easily interchangeable 
and bore no fixed relationship to each other was the correct 
one. In the crisis of 1847, the note circulation of the country 
did not fall with the efflux of gold but deposits only fell. 
The subsequent enormous growth of deposits did away with 
the last vestiges of the particidar belief of the Currency 
School. Besides, in those coucptries which accepted the 
principle of ye^y . strict restrielflon or almost comply 
abrogation of .the eommerdal functfams. of their central 
banks, the, qth^ peri pf ^e docteiiw of the Cunency Schof^ 
ill-con^i^ as it was, aiiM ceaseidt to have any validity'. 
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As the Macmillan Committee on Finance a^d Industry 
point out, “ the only solid reason for this arrjmgement is 
that " the separation of the Issue Department has provided 
a convenient formula for dividing the profits of the Bank 
of England between the Treasury and the Bank itself.*' 
According to the British practice, the profits of the note- 
issue belong to the Treasiuy and the rest of the profits 
belongs to the Bank of England. The profits of the note- 
issue consist largely of the income from assets held against 
the fiduciary part of the note-circulation. The seggrega- 
tion of the Issue Department and its assets facilitates cal¬ 
culation of these profits and the incidental expenditure. 
But as the Committee showed, this elaboration of organi¬ 
sation for this particular purpose is neither necessary nor 
conducive to accurate or just results.* 

In any case, this argument has no relevance to the 
Reserve Bank of India whose profits are allocated on an 
altogether different basis. Under our arrangements, a 
cumulative dividend on the share capital of the Bank at a 
rate not exceeding 5 per cent, and as fixed by the Govemor- 
General-in-Council is first assured to the shareholders. Out 
of the surplus, when certain prior claims of the Reserve 
Fimd were met till it was raised to equal the capital of the 
Bank, shares were to be allocated out of the balance to 
additional dividend and the Governor-General in Council 
according to a certain scale. It is clear that we have no 
separation here of profits according to their source and 
therefore no justification on this ground for copying the 
imique bisection of the Bank of England. 

. The publication of separate balance-sheets for the Issue 
and Banking Departments conveys certain other implica¬ 
tions which deserve to be examined closely. In the first 
place, the reserves of the central bank are linked 
indiswlttbly in the public mind with the note-circulation of 
the country. In the second place, the notes held in'the 
Bmldpg Department, which ^ould represent the surplus 
Vvhiidi bsh tie legally issued witii the esbs^g reserves 

• CtaUBlttM OB nauae and iDduMir. UMl) n*. 14ai 14*. 
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naturally ^vite C(Hnparison with deposit liabilities of the 
Bank to the schedule banks. 

The second consequence is well illustrated by reference 
to the beliefs and practices of the British system. Since the 
Act of 1844, England has adhered to the principle of a fixed 
fiduciary issue. The excess over the fixed fiduciary issue 
is required by law to be covered by gold coin or bullion to 
the full extent. This excess over the fiduciary issue is 
partly in actual circulation and partly, to the extent that 
trade and economic conditions do not require it, in the 
Banking Department. The notes in the Banking Depart¬ 
ment could be put into circulation at any time without 
infringing the law of note-issue regulation. The deposit 
liabilities of the Bank of Ekigland to joint-stock banks are 
the measure of the extent to which the Bank may have to 
meet a demand for notes. The relation between the two 
volumes, the notes in the Banking Department and bankers’ 
deposits is the famous “ratio” or “proportion” of the 
British system. 

It is clear that the “proportion” in so far as it has a 
guidance value has a simple and obvious meaning to the 
average business man in England. The simplicity and 
obviousness are due to the fact that above a certain 
minimum, every pound note must be covered with one £ of 
gold or in other words, notes in the Banking Department 
and the deposit liabilities of the Bank of England can be 
compared directly with each other on the basis 1; 1. 

In India, the arrangements are altogether different. Our 
law prescribes that gold and gold equivalents should not be 
less than 2/5ths or 40 per cent, of the assets held, i.e., of the 
note-circulation. In other words, 8*47512 grainp ^ fine gold 
In the r^sei^ which has been defined as the gold equivlanee 
of the^ rupe^ may justify the Reserve Bank in putting into 
circulation Rg. in notes. In the opposite, circumstance^ 
fi‘47512 ^bld issued could be made use of tp cause k 
defiatioii.to 'ihe extent df lU. notes. It is ckfar^fyc^ 
this tiiat ol the ex<»i» notw which 

hble for iame wiih cniiot be 
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obvious undel: our system. Even the British arrangement, 
much simpler as it is, has been described by the MikoMillan 
Ck>mmittee as “ confusing and misleading to anyone who is 
not an expert.” They adduced a further weighty condem¬ 
nation on the ground that the words “ reserve ” or 
”proportion” imder such an arrangement have quite 
different meanings from what they have elsewhere—as in 
India. The separation of Departments and balance-sheets 
of the Reserve Bank has taken place on such a basis that 
the inherent difficulties of its interpretation have been 
heaped on the difficulties of complicated reserve arrange¬ 
ments.* 


The practice of the Reserve Bank itself is an admission of 
the inapplicability in the case of our note-issue arrange¬ 
ments of the principle of separation of departments. From 
1935-36 to 1937-38, it maintained a volume of notes in the 
Banking Department which was approximately equal to 
its deposit-liabilities to scheduled banks. If closely 
adhered to, the practice may acqmre a simple and logi¬ 
cal meaning in ordinary circumstances, fluctuations in the 
two quantities indicating the trend of things. But the 
initial equating of notes in the Banking Department to the 
deposits of scheduled banks is obviously an arbitrary pro¬ 
cedure which has no warrant in our note-issue regulations. 
The working of this arbitrary practice is well illustrated 
by events which happened in 1938-39. It appears that 
scheduled banks acquired balances abroad frqm the Reserve 
Bank whose corresponding item recorded a fall of about 
9 to 10 crores. The acquisition was effected by a withdrawal 
from their statutary deposits to the tune of about 7^ crores 
and an increase of their loatas and discoimts at the Reserve 
Bank of about 2 crores and more. The Reserve Bank was 
thus cmifronted with a deflation of about 10 crotes. The 
Bank preferrM to add about 2*6 crores to the notes held 
in the Banking Department against an actual fall of 3*8 


* C^...** We have stated above tbat the upooMmI reserve system does iidt neesf- 

sitate the s tAi ti S d of.the haaUnsr aad note-iiM Beseevo Baak...... 


oC'the haaUnsf andnote-j 


tlUs ofvleir a senaiate stal^ 

noteS!^ w&tdak iboh a sepStSon 



• Beseevo Baaik.......lf 

9 aad that ft is easnslial 


Fm,m 





THE RESERVE BANK OF INDIA 


268 


crores in Notes in Circulation and allow Rupee Coin in the 
Issue Department to mount up by about 7 crores. A net 
reduction of 8*2 crores in the volume of sterling and rupee 
securities in the Issue Department as against this inflow of 
Coin shows how a fraction of the incoming notes was can¬ 
celled and discrepancy allowed to arise between the fall in 
note-circulation and the addition to the notes held in Baxflc- 
^g Department. 

Central Banking Control-—Its Technique and Relation to 
the Money-Market 


A money market is by deflnition a market for borrowing 
and lending of short-term funds. As explained elsewhere,* 
these loans arise very largely in connection with trade in 
bills, stock-exchange operations and dealings between 
banks. Unlike ordinary loans and advances, a loan to the 
money market presumes no permanent relationship between 
banker and customer but is treated as a separate, self- 
contained transaction. vWhile commercial banks are deeply 
interested in the market as offering highly liquid and safe 
outlets for investmient, its working and character are of im* 
mense signiflcanqe to credit and monetary control by tiu 
central bank. ^Ue open market operations might be sought 
as an instrument to influence both short and long term rate;: 
of interest, the bank rate gives the central bank d^ec 
contact with short rates and the money-market, 
effectiveness of this contact and the speed with which it 1: 
able to affect the credit-structure are a measure largely oi 
the organised and well-knit character of the market.f 


0 


The power of the central bank in relation to the money j 
market depends firstly on how far the money market is 
accustomed to depend on- its own funds and on funds^ 
borrowed from banks and. secondly how far btoks them- 
s«dves have pccation to apply fpr redlKoimti or loans from 
the central bank. 

< ' ' ■ ' • -I , ' ' ,.rv ’ r • , 

, As ytre hsyo already noted, the volume bills arising in 
India is not very large and , prospect of 

‘"'•Siwiwo'liiiai"'''’ 
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material growth. Our Shroffs, Miiltanis and Chetties vidio 
deal in these wares are willing to borrow until the rate of 
interest reaches a certain level and thereafter are able to 
fall back on private sources of funds which are by no means 
inconsiderable. The present process of levelling down of 
interest-irates may in the course of tSSne dry up these 
sources but till that stage is reached banks could hardly be 
said to be in control of the bill-market.* The bazar bill 
rates which apply to bills discounted for small traders by 
shroffs are the highest rates in the Indian money-market. 
Sometimes they lose touch entirely with the rates of banks 
and till 1931, used to be markedly lower in Bombay than 
Calcutta. As for short and call loans for purposes other 
than investment in bills, they are made use of largely for 
dealings on the stock exchanges and the bullion markets. 
But they bear hardly any significant proportion to the 
deposits of banks. 


As for the relationship between scheduled banks and the 
Reserve Bank of India, it is very difficult to appraise it in 
the present circumstances. The creation of the Reserve 
Bank has coincided with an ease of rates and plentitude 
of fimds which have no parallel in oiu: previous history. 
Many of the scheduled banks have reached a size and own 
funds on a scale which make them fairly independent of 
outside ji^^tance in all but exceptional times. Besides, as 
is well-known, many small banks which are denied or find 
no access to the Reserve Bank have developed a practice 
of approachkig the bigger joint-stock banks for any requir¬ 
ed aid. To the extent that such inter-bank lending prevails 
and Reserve Bank funds reach other banks through the 
medium of scheduled banks, the power of the Reserve Bank 
oyer the market is either frustrated or has to be shared 
willii Ittiese banks. The real test will arrive vdien tiie 
present ease of funds gives pUee to stringency and tha 
Reserve Bank tries to enforce its credit-lines. 


* ItWw,' tke banr quoted 8 per eent. tat MBe ht iriilob the Beak of Bew<^ 

■ ■■ 
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The Bank-Rate 

The Reserve Bank encourages or discourages scheduled 
banks to obtain more cash from itself by means of its 
bank-rate policy. The rate of the Reserve Bank is a 
minimum rate at which it undertakes to discount for the 
scheduled banks bills of certain defined qualities. The 
effectiveness of this rate depends on two things, its level, 
and the liberality or narrowness with which the bills to 
which the rate applies are defined. 

The level of the bank-rate is not by itself a sufficient 
means of control. Even in tho^ countries in which the 
rate is higher than the market rate of discount, its level 
is certainly not higher than the average rate earned by 
banks on all their assets taken together. The situation is 
even more difficult in India because interest-rates obtain¬ 
able in different parts of the country show wide disparties. 
It has been shown in another place that while the earning 
rate of the Central Bank of India is somewhere near the 
pre-1935 “bank-rate,” the earning rates of regional banks 
of the Punjab, U. P. and Madras are very much higher. 
A uniform minimum rate such as the Reserve Bank main¬ 
tained in the last few years must surely prove in times 
of less abundant mioney either too high for certain areas 
or too low for certain others. Different regional rates for 
different parts will create other difficulties and indeed be 
frustrated on account of the presence in this country of 
banks with a wide network of branches. In these cir¬ 
cumstances, it is difficult to foresee how the Reserve Bank 
will maintain effective touch with rates all over the 
country. 

The same difficulties were encountered in the United 
Stat^ during the greater part of the ^datence of the 
Federal Reserve .System. In the United Statest regimial 
variations even in open market substwtUd while 

those in cicitemerB’ rate are'.atRonishingl^: wider.. The. 
Federtd.JteSsrve .'System taed iSb differed ^mes. bqj^ 
uniform rate and^zt^mud sates.and aHaeseni is woikhag 
on the basis c pii B | ^te » ts ten 
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of banks with branches in all parts does not however exist 
tiiere. 

A central bank like the Banque de France which com¬ 
bines commercial and central banking functions demon¬ 
strates its effectiveness in situations like these. The 
original object of founding the Banque de France was to 
make credit available to all parts at cheap rates. Govern¬ 
ment compelled adherence to this object by insisting on 
the creation of more and more branches at each renewal of 
the charter. The Banque works on the basis of a imiform 
minimum rate which applies to individuals as well as 
banks. Although the bigger banks quote a lower discount 
rate and denude the market of the best bills on offer, the 
smaller banks which quote higher rates are glad to dis¬ 
count at the Banque. Under the country-wide influence 
of the Banque de France, short rates have everywhere 
approximated to the discount-rate of the Banque which, 
while it “makes no claim to manage money and control 
credit after the manner of newer central banks nor . . . 
wish to dominate the money market” has yet never lost 
the financial leadership of the country built largely on its 
monopoly and management of the note-issue. 

While the level of the bank-rate by itself is not the chief 
element in its effectiveness, it certainly proves decisive 
when combined with the restrictive (or liberal) manner 
in which the assets to which it applies are defined. 

The Reserve Bank is allowed to buy and sell domestic 
or inland bills, sterling and bills on United Kingdom. In 
all ordinary circumstances, the dealings are confined to 
bank-endorsed bills. These “ eligible ” bills fall into three 
categories: ordinary, bona fide commercial bills with an 
outstanding maturity of not more than 90 dayi^v bills of 
ihe same limited maturity but arising out of the bolcUng 
of ex tradii% in certain defined seearitiea, largdy govem- 
mmt fimdly bills which are to run for not than 
9 months and arise out of the financing ot agricultural 
ope»timii '(» marketing of agriculti^al produea,^ 
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The ixd|portance of this means of acc^ to Reserve Bank 
cash has to be judged in the light of the quantity of such 
assets held by banks in India l^e bills pwtfolio of our 
scheduled banks has been on the average 3, 4, 6 and 5 
crores for the four years 1935-36 to 1938-39. It is to be 
presumed that a portion at least of this quantity will not 
reach the standard and quality prescribed for or insisted 
on by the Reserve Bank. With these figures may be 
compared the aggregate reserves of the scheduled banks, 
cash on hand and balances at the Reserve Bank. These 
amounted in the aforesaid years to about 38, 32, 25 and 
22 crores. Even allowing for the low volume of bills and 
high level of reserves caused by economic stagnation, it 
is clear that rediscount as a means of credit control has 
only a limited significance for India. 

Alternative to rediscount, the scheduled banks can obtain 
loans and advances from the Reserve Bank. The Act 
permits the Reserve Bank to grant such accommodation 
to scheduled banks for fixed periods not exceeding 90 days 
against trust securities, gold and silver or documents of 
title to gold and silver, eligible bills of exchange and pro¬ 
notea, promissory notes of the banks themselves which 
are supported by documents of title to goods in possession 
of or assigned or pledged to the banks. 

Commercial banks have one ground of preference for 
loans and advances as against discoimts. A loan can be 
arranged for any period within the limits of law or repaid 
at any time according to the convenience or need of the 
borrowing banks. The discount of a bill transfers the 
pro^rty in the bills once and for all to the central bank. 
As aigah^t ^is preference for loans md advances, accoimt 
has to taken of . ike fact that most central bante charge 
a .higher rgte for ^em . and as g nwfter of fact, discourage 
thm of a jtflOT-self-liquldlilting characf^. Contrary 

to ikis eon^ our Re^fVe Bank miak^ 

hd difH^rehdd 'tibtvth^ and ikh re^^'lor 
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Bven :bi Snglfmd and Fran<«, discriminati<m i^ainst loans 
and advanices appeared much later in their history—the 
initial practice being actually a discrimination in their 
lavour !* The practice of the Reserve Bank presents another 
difficulty in that it is its avowed object to encourage the 
creation of bills and the growth of a bill-market. A lower 
rate for discounts is more in harmony with this avowed 
object. 

As observed already, the last few years have been so 
remarkable for easy conditions and abundance of funds 
that the Reserve Bank has had hardly any important role 
to play. Bills purchased and discounted by it have hardly 
attained any significant volume except for the early months 
of the year 1939. “ Other loans and Advances ” have been 
hardly in existence, despite the fact that the investments 
of Indian banks are composed largely of eligible government 
securities and are at present running at very high levels. 
None of the big banks could be in need of funds and there 
is no means to ascertain how far the Reserve Bank has been 
willing to entertain the overtures of the smaller scheduled 
banks. A just appraisal of the policy and effectiveness of 
the Reserve Bank must however await the occurrence of 
stiffer monetary conditions. 


Open Market Operations 


The discouragement or encouragement offered by the 
bank-rate becomes effective only through the initiative of 
scheduled banks themselves. The Reserve Bank may itself 
initiate these effects by the purchase or sale in the open 
market of such assets as it is allowed to hold or to deal in. 
The bank-rate acts on the willingness of scheduled banks 
to borrow from the Reserve; Bank; open market operations 
act on the willingness of b^i^ to lend, to their customers. 
vPpen mai^ket operations may be used either to supplement 
' I the effectiveness of the bank-rate or independently, 

I mocterate li^ts^ to nanow; the gap between bs^-iete 
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market rates, to induce banks to move in step, to avoid the 
psychological difficulties of changes in the bank*rate, etc. 
On account (rf the character of the assets employed to carry 
out these operaticms, the Reserve Bank has in them a direct 
means to influence the long term rate also^ 


The extent and effectiveness of open market operations ^ 
depend on three conditions, the size of the resources which I 
the Reserve Bank can muster for the purpose, tite quality 
and volume of fee asse te if is per^nitted tn dgaL.in or hold, • 
the capacity and organisation ^ ^e market in^which they 4 
h^ to be carriei} out.-- 


(1). The resources at the disposal of the Bank are derived 
from several sources. In the first instance, there is the 
capital and reserve of the Bank which today stand at 
5 crores each. As the reserve has reached equality with 
capital, no further augmentation will now occur from that 
source. In the second instance, the Bank is the sole reposi¬ 
tory of the funds of government. These funds are of two 
kinds, those which accrue to the Bank in the course of the 
collection and disbursement of ordinary revenues and those 
which flow in and out because the Reserve Bank manages, 
on agreed conditions, public loans and debt operations of 
central and provincial governments. The time and manner 
of these operations no less than the incidental accumulation 
and dispersal of funds are important factors in the manage¬ 
ment of the money market. The aggregate funds held on 
behalf of government have been on the average as large as 
11 to 12 crores. 

The third source of its funds is the compulsory deposits 
of the scheduled banks. Every bank included in the 
schedule has to maintain at th^ Reserve Bank amoimts 
equal to at leas^ S and 2 per cent, respectively of their 
demand , and time liabilities in Itedia computed as averages 
of depos^ held at the close of Iciness on each ^day. Ri 
ouse of failure, to required dqiosii, ffte defaul^’ 

ing bie^ha%to pa^ pemd on,the d^cit baUmce at^ 

rate be jhve c^" Ms^r Ihan, the banje-ratb 

at the maximum and Ibr faihne to make the 
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returns of figures, it has to pay a penalty of Rs. 100 for each 
day of failure. Events have proved that it may be to the 
immediate advantage of an embarrassed bank to pay the 
penal interest and make use of its funds to meet its 
immediate needs. The existing law makes no attempt to 
prevent such a course of development and it is indeed 
difficult to see justification for any such prohibitions. If 
the Reserve Bank offers assistance in excess of the funds it 
holds from a particular bank, the question of a return of 
its compulsory deposit does not arise. If the Reserve Bank 
is not willing to discount or grant advances to that extent, 
it would be a grave injustice and against public interests 
not to permit the bank to save itself with its own unaided 
efforts and its own funds. 

Another source of funds is dependent on the extent to 
which the machinery of the Bank is used by other banks for 
collection of bills or transfer of customers* funds. In all 
countries which lack the cheque habit or a sufficiency of 
bank branches, such facilities for collection and transfer 
serve to prevent large infiows into or expulsions from the 
banking system of cash and are for that reason a great 
boon to the money market. The Banque de France and the 
Reichsbank of Germany derive quite an appreciable part 
of their resources from this business. The Reserve Bank 
now and the Imperial Bank before it have been charged 
with the development of these facilities. As telegraphic 
transfers form the bulk of remittances and demand drafts 
or mail transfers are quite insignificant in volume, these 
operations do not mean at present any appreciable 
acquisition of funds. 

It eould be claimed in one sense, though in one sense 
only, tiiat the resources of the Bank are virtually limitless. 
Under our present law of note-issue the Bank has a vary 
large margin of gold or gold equivalents against whidi 
great, quan^ties of notes could be issued. Theoretically at 
least, the podbilities of such i^tion have hardly aiqr 
measurable limits. ^/In practice, of cour^, ffiese powors 
are likely to be invoked only <m exceptional occadens whoa 
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the assets of banks or individuals have to be converted 
into cash on a very large scale as in the case of a general 
panic and break down of the monetary and banking 
structurey.^'The present practice of the Reserve Bank in 
regard to the volume of notes issued to and held in the 
Banking Department shows that in ordinary times and 
circumstances it does not intend to undertake open market 
operations beyond the means it is able to acquire in the 
ordinary way. Despite the existence of the proportional 
reserve system, the volume of notes in the Banking Depart¬ 
ment is almost exactly equal to the deposits of scheduled 
banks at the Bank.* Nevertheless, the potential aberra¬ 
tions of such a power should not be underrated. In all 
coimtries, the trading and business community is always 
highly critical of stiffening of interest-rates and restriction 
of credit and is generally able to exercise pressure in 
favour of stable or lower rates. In a country of farmers 
and cultivators like India, the desires of the mass must 
always tend to coincide with this particular prejudice of 
businessmen and its political power must be taken into 
account as a serious factor. If we add to this pressure 
of practical interests the new-born faith of academic 
economists in low money rates of interest and their power 
to achieve almost any miracle, it is clear that the bias 
of the whole system must always be towards creation of 
inflationary conditions and away from measures, howsoever 
necessary, for drastic revision of values, costs, expectations 
etc. Any doubts on this point have met with emphatic 
warnings in the recent monetary history of the United 
States. 

What makes this one-sided power look rather suspicious 
is the invariable absence in the statutes of such central banks 
of corresponding powers to cause sinfllar deflation. With¬ 
drawals of currimy and crtdft from circulation mean sale 
of assets which the Central Bank had already acquired and 
holds out of its ordinary resource These resources^ as 
we have already seen, are strictly limited in the case of 
our Resell Bank.. The ctnmtatpart to the pow&e to cause 

pr.au. 



m MODERN BANKING IN INDIA 

limitless inflation, theoretically possible un der our prese nt 
la w, would be a statutarv power either to oiate and~sel l 
its own debentures and short term bonds or to raise th e 
proportions of the COmnulsorY reserves which mamher 
hanks ha ve to hold at the Reserve Bank. Such an arrange¬ 
ment has no place in our present Reserve Bank Act. In 
short, while the law recognises the possibilities of a need 
to enlarge the cash basis to any unusual extent, it does 
not anticipate the necessity or wisdom of similar drastic 
deflation. It is more than likely that this lack of symmetry 
in the powers of central banks has much to do with the 
general prejudice which has always prevailed on the Conti¬ 
nent e.gr., France against the grant of open market operations 
powers to central banks. The objection is not merely the 
logical one that open market operations place costless 
credit at the disposal of banks while individuals have 
always to pay a price for it. JBie continental prejudice 
is rooted in the belief that the interference of open market 
operations does not pernfit the natural changes in the 
economic structure to express and work themselves out in 
changes of interest rates, etc., and that while inflationary 
panacceas And a place in the repertory of the central 
banks, the pains and penalties of deflation are scrupulously 
avoided. It is a poor weapon of currency and credit 
management when a central bank exists only to evade or 
moderate the impact of the inevitable penalties of impru¬ 
dent expansion and unhealthy growth, if not indeed to 
cause and stimulate it. 

(2) The assets which the Bank may acquire or own on 
its initiative may be described in a general way as follows. 

The Bank is allowed to purchase or sell government 
securities of the United Kingdom maturing within ten 
years from the date of purchase without limitation of 
amount. 

Tlie bank is permitted to buy or sell securities issued by, 
or guaranteed as to principal and interest by, the Govcom- 
ment of India or a Provincial Government of any matuilty 
or and) securities issued or guaranteed by a local au^ority 
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in British India or by Indian State as may be specified by 
the Govemor-General-in-Council on the recommendation 
of the Central Board. The volume of these Indian securities 
is however, subject to a two-fold limit. In the first place, 
the aggregate value of Indian securities must not exceed 
the capital and reserve of the Bank plus 3/5ths of the 
deposit-liabilities of the Banking Department. Secondly, 
the value of securities maturing after one year and of those 
maturing after 10 years should not exceed the capital and 
reserve of the Bank plus in the order of mention 2/5ths 
and l/5th of Deposit-Liabilities of the Banking Department. 
In other words, of the maximum value fixed for Indian 
securities, the maximum allotted to the longer dated 
securities is smaller than the maximum allotted to the secu¬ 
rities of one to ten years. 

The predominance assigned to short dated securities is 
of course intended to save the central bank from serious 
fiuctuations in values and thus maintain its liquidity. 
Short-dated securities are liable to be influenced less by 
changes or anticipated changes in interest-rates, political 
and social factors, etc., than by the proximity or otherwise 
of the date of repayment. In any circumstances, there is 
the certainty that on specific dates their full value will be 
realised. 

A point less obvious is the limit placed on the total value 
of Indian securities and the absence of any such limit on 
sterling or securities of the United Kingdom. The volume 
of Indian and sterling securities taken together measures 
the extent to which the Reserve Bank can cause at any 
time deflation of the price and income structure of the 
country apart from or in addition to similar effect produced 
by an increase in the bank rate. While circumstances 
which justify a contraction of domestic curroicy are likely 
on occasions to coincide with a keen demand for remit¬ 
tances abroad, it equally likely, as we have already 
obsorVed, that large payments will have to be undertaloin 
abroad wltfiout any necessity of d^tion at hmne.* lip 
• •■1^ asaM 
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Uie former case, the sterling holdings of the Issue Depart- 
mmit will be available to supplement the resources of tiie 
Banking Department. In the latter case, the sterling 
holdings of the Banking Department can be replaced with 
rupee securiti^ without any adverse change in the 
" Percentage of Gold and Sterling Securities to Total Notes 
issued.” Besides, as internal drain is not contemplated as 
a serious factor in our future currency management, large 
resoiirces in foreign currencies must be the constant aim 
of the Reserve Bank. 

The liabilities of the Banking Department for the four 
years 1935 to 1938*39 give us a good measure of the resources 
available to the Reserve Bank for fulfilling its obligations. 
Tliese liabilities are composed of its capital and reserve, 
deposits of governments, compulsory and voluntary deposits 
of banks and items described as “Other Deposits” and 
“ Other Liabilities.” The aggregate has been in the neigh¬ 
bourhood of 36 to 38 crores in the first three years and has 
declined to 32 crores in the last year due to heavy witii- 
drawals by banks already noted. In other words, the 
resources of the Reserve Bank amount to about one-third 
of those of the Imperial Bank of India which itself has 
held steadily about l/3rd of the resources of the Indian 
Banking system. 

It deserves to be consid^ed) sesriously whether these 
resources are adequate for the responsibilities which the 
law lays on the Reserve Bank. It may be advisable to 
place the Reserve Bank in a position to enlarge or diminish 
its resources from time to time according to the exigencies 
of the situation. Suitable variations in the funds raised 
conQsulsorily from the banks themselves offer a means 
which has the additional advantage of affecting most 
directly the credit situation in the coimtry. Under our 
present law, a rigid percentage is prescribed wfaidi is to 
h(dd good in all circumstances whether tending to infla¬ 
tionary ax deffationscry conditions. It may be a better 
device, as under the new law of the F^eral Resi^ve 
System, to prescribe maximum and minimum percentages 
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within which the^ R^86r^e Battit could fiit the Opetratii^ 
ratio accofchnf to the circumstances of each phase. In an 
undeveloped numey market like India, such an elastic but 
direct control should prove a mefre effective means of 
monetary management. 

(3) The desirability of such a direct means to influence 
the -cash position of scheduled banks appears more obvious 
when we take into account , the capacity and organization 
of the market in which these operations have to be piloted. 
The total membership, active and inactive, of the Bombay 
stock exchange is about 450 as against 1100 in New York 
and 4000 in London. The aggregate volume of transactions 
is of a comparable Orddr. An endeavour to unload large 
stock of short term or long term assets cannot but have 
serious consequences for the whole financial and invest¬ 
ment mechanism. The difficulty is no doubt partly over¬ 
come by including in our assets foreign claims which link 
our currency management with the largest and miost stable 
market of the world, namely, London. But it is not and 
cannot be altogether obviated.* 

The assets of the Banking Department reflect the present 
conditions in the money market As pointed out above,t 
rediscounts and loans to scheduled banks hardly exist. 
Balances Abroad and Investments which include cadh and 
short-termf securities represent the bulk of the income 
earning assets. On account of easy conditions, the Bank 
has refrained from, bolding more than a minimum 
volume of funds in investments. About 3/4th8 of the total 
liabilities are mere notes ^hich, as noted, wete first equated 
to the deposits of scheduled banks held by the Reserve 
Bank and vanatioi&i in which under certain ccmditions may 
be interpreted as, reflecting the currency c^wrations of the 
Bank4 

^ $ee ite ibo«4iot« • p, fowiiMlt 

weatHlM <m tlie Bombiy 8toek B^cfaiage pi» diy it «t 10 lo i(» 

dettvertai Muottiilto S lo 10 laldii. , , 

t 8 m 0^060. 

t P.p. ^ 
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IMmet Belatfons with Trade imd Conmietoe 

It is clear from the foregoing description of the business 
of the Reserve Bank that its normal relations are with the 
sdieduled banks only and that it is not permitted business 
relations which will mean competition with other banks in 
the country. The difficulties created by such competition 
in the way of the national leadership of a central bank 
have been already analysed and assessed in our study of 
the Ini^rial Bank of India.* It has been made dear there 
that , they are not altogether insuperable and that historical 
environment and tradition are powerful factors in recon¬ 
ciling commercial and central banking functions. More¬ 
over, 'we must take account, on the other side, of the 
special circumstances of India which make bank-rate or 
open market policies on orthodox central banking lines 
much less efficacious than elsewhere. The diversity of 
interest-rates in several parts of the country ,t the absence 
of a money market which may respond quickly and sensibly 
|to central bank policiest the vast territorial extent of the 
'country over which monetary impulses released from a 
few advanced centres have to travel, a banking structure 
in which numerous small banks scattered all over the 
country! must remain for a long time outside the orbit of 
the Reserve Bank—^these are obstacles which a central bank 
acting through a few scheduled banks may not succeed in 
over-mastering. 

To this general statement of the relationship between 
the Reserve Bank and ordinary commercial banks, the Act 
makes one exception. On the auffiority of the Central 
Bostrd and, in cases of special urgency, a Committee of the 
Board or the Governor,' the bade is allowed to engage in 
business directly with individuals or firms and purchase, 
seffi or discount bills or make loans or purdiase and sell 
sterling on same conditions as in the case of b anka but 
without their intermediaryship. Th^ sauctioning authority 

' • SN ' 
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must, hontrevefr, stiifsl^ itself that the occitisibn of ileparttd^ 
from normal prabtice is a speciid one and that the depar* 
ture is required for the purposes ctf ibgulating tredit in 
the interest of Indian or Burman trade, commerce, industry 
and agriculture. 

It is dear that the power is intended to be used only 
in very exceptional circumstances. Even then, the precise 
object of its inclusion is not easy to discmm. An impor¬ 
tant precedent of this kind occurred in the United States 
when the Relief Emergency Act of 1932 and Act of 19th 
June 1934 conferred similar powers on the Federal Reserve 
System. But these measures were adc^ted in the United 
States at a time when ordinary commercial banks had 
ceased to function and as a matter of fact the acts proved 
dead letter from the very moment of enactment. The 
Indian Act does not look to the Reserve Bank to fill the 
void of ordinary banks but to regulate credit amidst a 
system of functioning banks. It is reasonable, therefore, 
to presume that this power is intended to supplement, when 
necessary, its efforts to control credit in the ordinary way. 
If this interpretation is correct and the Reserve Bank in 
course of time creates many branches, this clause may open 
the way to a gradual but moderate super-imposition of com¬ 
mercial functions on strict central banking functions. 
Whether the future development will tend towards the 
model held before us by the Banque de France or the Bank 
of England will depend as much on the leadership supplied 
by the executive of the Reserve Bank as the strict letter 
and interpretation of the law. 

Bescfrve Bank and Banking Standards and Practices 

The control of currency and credit envisaged in the Act 
and elaborated above places the Reserve Bank in an 
excellent position to exercise steady pressure on individual 
banks in favour of better banking policies and practiedi!. 
For, ability to offer assets conforming to conditions of 
eligibility is not by itsdf an unqualified asi^anoe bf 4^ 
from the centiral bank. The latter has necessarily tCkliika 
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Mcoimt of the general position of the an;>Ucant an4 to make 
It reasonably sure that sudi ahl proves an effective means 
to ward off its difficulties. Such discretion assumes special 
siip^cance in times of general difficulty when discrimi* 
nation has to be made between banks whom aid from the 
central bank could save and others whom no aid of whatever 
maipiitude could rescue from their fate. Funds placed at 
the disposal of the latter mean merely subsidies towards the 
relief and profit of the more astute or impatient creditors 
while banks with much better prospects of solvency are 
perhaps starved of well-deserved aid. The exercise of such 
discrimination could be based however only on continuous 
contact with and ample information from the banks con¬ 
cerned and their willingness to act on the advice and 
guidance of the Reserve Bank. Such information and 
analysis are of special importance in India where, as we 
have amply demonstrated, the balance-sheets of banks are 
more remarkable for their disparities than approximation 
to any standard pattern. Each bank is a special case to be 
understood and appreciated only by due regard to its special 
circumstances and particularly to its past history and 
development. At present the usefulness of the Reserve Bank 
is limited by two circumstances. The Bank has no powers 
to obtain information or enforce inspection except in so far 
as the banks themselves are willing to co-operate. The 
consequence on at least one occasion has been that when- 
difficulties did arise, the time available for ascertaining 
facts proved too short for any definite or large decisions.* 
Secondly, the infiuence and pressure of the. Reserve Bank 
are confined at present to scheduled banks as defined in the 
Act. Banks which need much supervision and nursing 
most are outside the purview of the Bank and no means has 
yet been devised to bring them within its orbit. Our 
proposals for a deposit insurance scheme to cover these 
banks should remedy this deficiency in the present 
^tuatipn.t 
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Daflnilimi of Schodoled Bviko 

According to the present notification under the Reserve 
Bank Act, banks which have not less than Rs. 3 lakhs capital 
and reserve can alone be scheduled to the Reserve Bank. 
The deposits of these banks which number at present 
form the overwhelming bulk of the banking deposits of 
the country—^to the extent of 95 per cent, and more. Yet 
there is some oddness about a situation in which the Bank¬ 
ing Law of the country aims at 1 lakh as the minimum 
capital and reserve of a bank while the c<mdition of 
scheduling to the Reserve Bank is fixed by another law 
at 5 lakhs and more. It is quite conceivable that in the 
rural conditions of India, banks with capital and reserve 
of less than 5 lakhs have as important a role to play in tile 
future development of its economy as banks with more 
imposing figures of capital and reserve. 

It is necessary to bear in mind as a preliminary point the 
precise advantages of inclusion in the schedule. A scheduled 
bank is not entitled as such to rediscounts or loans from the 
Reserve Bank. It has to qualify for such aid by satisfying 
the Reserve Bank about its soundness and stability. It may 
even have to bear some loss if and to the extent that, its 
compulsory deposits with the Reserve Bank are in addition 
to and not a part of, the reserve it is accustomed normally 
to maintain.' The advantage it gains really lies in its 
prestige in the public mind. Although a part of the prestige 
is ascribable to quite erroneous beliefs on the part of the 
public about the implications of scheduling, it cannot be 
denied that affiliation to the Reserve Bank carries an assu¬ 
rance that the bank is at least in outward conformity with 
the law and accepted decencies of the banking business. 
It is needless to add that the Reserve Bank undertakes no 
guarantees about the solvency or competent management 

of its scheduled banks. 

It should not be difficult to reconcile’the legitimate ohi}^ 
of scheduling to the Reserve Bank the more respectable 
auid important banks pnly in tbe country with a due wlicj^ 
tude for the growth and encouragement of tiie smaller bafiks^ 
Apart from the size of resources, the period d mdsteia^ of 
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ft bank is one among other indides of its inhSreiit irtitniith; 
Oux analysis of bank failures shows* that more than 2/3xtls 
af the bulks which fail belong to the age-groups below 10 
y^ars while the percentage for those between 10 and 20 
years is only 20. ' It should more than meet the requirement 
of stal^lity and proved usefulness if, for banks with capital 
and reserve of 1 to 5 lakhs, an additional condition of an 
uninterrupted existence of 10 or 15 years is imposed. 

Reserve Bank as Clearing House 

The Reserve Bank acts as the Clearing House for 
scheduled banks. In the absence of such a facility, a large 
quantity of cash should have to move to and from and in a 
circumlocutory manner between bank and bank. But 
economy of movement and of cash is not the only or the 
greatest significance of such an institution. Under a system 
of daily and frequent clearing, an over-extension of business 
by any individual bank must reveal itself immediately in 
the clearing house at the close of each clearing. In other 
words, this facility and practice is a great factor in making 
banks move in step with each other. In a vast country with 
scattered banks like India, there is also another danger that 
cheques which sire long in transit and take some days to 
be cleared may be treated sis cash and thus become the basis 
of a certain degree of permanent inflation. Relying on such 
outstanding cheques, bsinks may be tempted to lower to that 
extent their cash reserves, the same cheque serving as a cash 
item to more than one bank at one and the same time. The 
ektent of the need and importance of this facility may be 
inferred from the fact that the aggregate volume of cheques 
which passed through the clearing in 8 big centres of India 
in the Isist four years hsui been in the neighbourhood of 20,00 
cTores. The volume of deposits hsa vsuried in the same yesurs 
between 250 to 260 crores. 

Reserve Bank and Agriculturef 

By its sheer magnitude, the finance n^ed by agriculture 
overshadows and must continue to overshadow all other 
financial requirements of the country. The habits and 
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practices of the cultivators no than the social and 
economic institutions which govern the cultivation of land 
make the supply of this finance the most difficult of our 
banking problems. These two factors no less than the fast 
growing political power of the peasant masses were boimd 
sooner or later to win a recognition for problems of rural 
finance in the activities and policies of the Reserve Bank. 
As the situation is envisaged in the Reserve Bank Act, the 
Bank is charged to make remedial endeavours along two 
lines. 

♦^he resources of the Reserve Bank are made available to 
agriculture under conditions which suit its requirements 
and at the same time ensure conformity to strict central 
banking principles. While bills and promissory notes 
against which the fimds of the Reserve Bank may be obtain* 
ed must relate to short-term needs i.e. the financing of 
seasonal agricultural operations or the marketing of crops 
only, the maturity of such bills and notes is extended as a 
special case to a maximum of nine months. Secondly , while 
the principle that the funds of the Reserve Bank can be 
available only for the relief of exceptional pressure on the 
resources of intermediary banks is strictly adhered to, the 
endorsement of provincial co-operative banks is given as a 
special case the same status as the endorsement of a 
scheduled bank for the purpose of purchase, sale or redis¬ 
count of these bills. As for loans and advances, provincial 
co-operative banks can obtain them from the Reserve Bank 
but on the same conditions as scheduled banks i.e. for a 
niinimum period of 90 days and against government 
securities, agricultural paper and documents of title to 
goods. 

The authors of the Act saw clearly tiiat the banking 
problem is only a part, if not indeed a mere bye-product, of 
the much larger-question of the reconstruction'of ou^ 
flgyiniiitiirflf “r-nftny and 

Investigation must form a necessary basis of all remedial 
endeavours, The Reserve Bank has thus got a statute^ 
Agriculkiiral Credit Department which maintains an eapnrt 
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staff to study all questions of agricultural credit, is available 
to all banks and banking organisations for consultation and 
seeks to coordinate the operations of the Bank in connec¬ 
tion with agricultural credit and its relations With the above- 
mentioned organisations for the same purpose. The 
bulletins which the Department has issued hrom time to 
time bear evidence to its research and collation work while 
the work of making ideas and experiences of different parts 
of the country available to other parts is also understood 
to reach impressive proportions. 

Without committing the Reserve Bank to aqv further 
action, the Act required the Bank to make to tibiesGentral 
Government a report on two specific matters, thy 

jR^S^rvp Banlr faHlitipg and o bligation; ^ porcnwc an^? 

firms , not being scheduled banks and the improvement of 
machinery for dealing with agricultural finance and methods 
for effectmg a_ closer . sowueattion.. betweeiw. Agricultural 
enterprise and..fee. .operations of ba^s. The former subject 
obviously relates to the future status of money-lenders and 
indegenous bankers in the country which we have already 
examined elsewhere.* The report was issued in due* course 
and along with the bulletins embodies the conclusions of 
the Reserve Bank on the whole question of agricultural 
credit and indegenous banking. It points out the difficulties 
we have already noted about the inclusion of money-lenders 
and indigenous bankers within the organised banking 
structure of the country, particularly their unwillingness to 
shed non-banking business and adoption of modem 
accounting and banking practices. In regard to the 
co-operative movement, it develops a case for a radical 
reconstruction of the whole structure. While overdues are 
scaled down £ind passed on to long term credit institutions, 
and co-operative credit societies restrict themselves in future 
to crop loans repayable out of the harvest or intermediate 
credit in a limited measure, an endeavour should be msule 
to enlfurge the functions of these societies so that-they cover 
the whole life of the farmer i.e., become multi-purpose 
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societies. The financing agency is to consist of two stages, 
banking unions for small areas with radius of 7 to 8 miles 
and provincial co-operative banks. Strict observance of 
business and banking principles, h^hly trained staffs, etc., 
are other directions in which improvement is urgently 
necessary. As for money-lenders. whUe supplanting them 
is not possibl e, regul ation of thei r business by la^ is 
£u]^ed. ~ 

Reserve Bank in Action 

The creation of the Reserve Bank of India coincided with 
continued low ^interest rates with oerUdn unmistakable 
symptoms of revival of economic activity. The bank rate 
which stood at 6 or 7 per cent, for more than 9 months in 
1931 had then fallen to a steady level of 3i per cent, and the 
Reserve Bank reduced it in November 1935 to 3 per cent, 
at which it is maintained tiU today. The scheduled banks 
have foimd themselves with such surplus funds that the 
concentration of their reserves in the Reserve Bank and the 
greeter sense of security implied in the assured access to the 
Bank in case of need are not yet reflected in any marked 
way in a lowering of their cash ratios. Nevertheless, it is 
doubtful whether the revival of economic activity such as 
it has l^en for the last three years and more could have 
taken place without the usual seasonal fluctuations in rates 
but for the existence of the Bank. A comparison of the 
range within which the cash of the Imperial Bank on the 
hand and the notes held in the Banking Department, 
deposits of banks, and assets of the Reserve Bank on the 
other, have moved, makes clear the influence of the Reserve 
Bank in eliminating the evil of seasonal extremes in 
interest rates. 

Reierve 3a&1c. 
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(peroen 
tags). 

!<fotes held 
In Banking 
Depart* 
ment 

and tangs. 

DeposHs 

of 

Banks. 

Loans 

Advances 

andBiUs 

(Last 

Friday). 

D^ta of 
Government* 
Loans and 
Advance to 
Oovetnment, 
(Average of 
Friday 
figurs ) 

1981-88 (sve) 
June 
Decern. 

25.2 

28.7 

... 

87.9 

85.1 

... 



••• 

1986 June 
Deoem. 

25.0 

10.8 

I 1 V 20 

82.6 

88.9 

*'•'^^>14 86 
16.92 

... 

• • 

... 

1987 June 
. Deoem. 

26.0 

16.5 

8 V 25 

86.2 

86.2 

Sill-— 

26.51 

24.86 

... 

0 

4.9 

1988 June 
Decem. 

20.0 

ll.'O 

7.28 

42.6 

46.9 

SSj." 

18.10 

12.17 

2.10 

10.2 


Between 1931 to 1935, the usual seasonal variations in the 
percentage of cash to deposits of the Imperial Bank almost 
disappeared. In the next three years, the Jime and Decem¬ 
ber disparity of cash ratios makes its re-appearance on 
almost the pre-Depression scale. The corresponding 
seasonal change in the volume of bills, loans and advances 
is not marked till 1938 which is to be explained by the 
secular changes which were taking place in the Imperial 
Bank’s voliune of investment.* 

The seasonal demand for currency finds its expression in 
the balance-sheets of the Reserve Bank in this manner. In 
the balance-sheet of the Issue Department, while the annual 
average of notes held in the Banking Department is more 
or less stable, there is a large consistent seasonal fall in 
June as over August. This fall is distributed on the 
liabilities side of the Banking Department as a fall in the 
deposits of the scheduled banks and on the assets side of 
an increase in the discoimts and loans granted to them. 
Similar changes in the figures relating to government 
operations have to be taken account of in tallying changes 
in notes and coin of the Banking Department with other 
changes. 

The difference between the maximum and minimum of 
notes held in the Banking Department in any year measures 
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tbe seasonal pressure for funds which the Reserve Bank has 
met without any change in its rate. These figures may be 
compared with the average seasonal difiterence of 12 crores 
in the cash of the Imperial Bank in the years 1921-29 and 
the large variations in seasonal rates which occurred.* The 
much large variations in the case of the Reserve Bank even 
in these years of low prices and moderate business activity 
and the size of the average cash balances of the Imperial 
Bank which stood in the neighbourhood of 30 crores indicate 
that but for the creation of the Reserve Bank, tiie old 
variations in the rates of interest might have established 
themselves again. 

In the second sets of figures, a comparison is instituted 
between the variations in June and December of the cash 
balances of the Imperial Bank and the notes held by the 
Reserve Bank in the Banking Department. In 1938, a fall 
of about 7 crores in the cash balances of the Imperial Bank 
contrasts with the fall of about 22 crores in the notes of the 
Banking Department. These figmres illustrate how the 
main burden of seasonal pressure is supported by the 
Reserve Bank while the banks which participate in that 
finance bear it to a smaller extent by lowering their cash 
ratios. It is evident that the Reserve Bank is playing 
a great and effective part in the elimination of seasonal 
extmnes in rates which cannot but have far-reaching 
consequences on the Indian economy of the future. 

While it may be claimed that the management by the 
Reserve Bank of India of the seasonal requirements of 
curraicy and credit, discloses no ground for dissatisfaction 
and that this management may prove to be the herald of 
a new era for trade and business, it is to be recorded with 
regret that the same unanimity of opinion cannot be claimed 
for its fnana^^ment of Ihe first banking difficulties of the 
country during its short existence. As we have noted, the 
failure of the ^avancore Natiorial and Quil<» Bank created 
an undoubtedly dangerous situation in Soutii India, in tne 
reSk^icto' of ctmfldmce,' Governmwt‘ of Madras 
eketbtted'^a dedSive ihco’iil'induence whieh wtin‘& :wUllr< 
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deserved recognition in aU quarters. The Govenmr^t of 
India, while it maintained a close contact with and presum* 
abljr offered advice and qpinion to the Reserve Bank, 
preferred, like the Greek wife of yore, to be heard of neith^ 
for good nor for evil. It is fortunate to have to record 
that the activities of the Reserve Bank to whom belonged 
the natural direction and leadership of the situation did not 
evoke the degree of confidence and approbation which are 
so much to be desired particularly in the early years of its 
existence. Responsible bodies like the South Indian 
Chamber of Commerce and the scheduled banks of Madras 
blandly complained of failure of expected aid and the latter 
could not see any justification why, in the circumstances, 
they should be required to place their balances with the 
Reserve Bank. 

Difficulties seem to have begun when, before the suspen¬ 
sion of the bank, the Reserve Bank insisted on an 
investigation as a preliminary to any aid. True, the 
investigation was intended to cover only the bigger loans 
and items in the balance sheet. But it was pointed out on 
behalf of the bank that the news of such an investigation 
could not be suppressed and was bound to precipitate the 
very evil which it should have been its object to avoid. 
When the Travancore Bank ultimately agreed to an investi¬ 
gation just a little before the final end, it was too late for 
any succour. 

It is difficult not to concede on point of principle the 
validity of the position taken up on this point by the 
Travancore Bank. The proper time to satisfy itself on the 
general position of the bank was not when the bank was 
actually gasping for breath but in the course of the 
preceding three years during which it was on the list of 
scheduled banks. It could not be argued either that the 
existence of the Reserve Bank had been too sh<x?t to p^imit 
of ^ihe accutoulation of sufficient material on which to tese 
its'^ pdlicy and decision. Chily two years before the crisis, 
the Reserve Bank had granted tite iUndaerred a 

substantial credit-line to enatde lt to put thfov^ its 
amalgamat ion scheme. It would be hardly in pre- 
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$ume that this offer was made without adequate preliminary 
inquiry. 

The Reserve Bank was on firmer ground when it insi s t e d 
that assistance could be given only against assets which 
were segregated and clearly assigned to the bank. This 
difficulty was inherent in the native state domicile of the 
bank which meant difficulties in case of suspension as to 
assets which could be availed of by British India creditors 
and those which might be claimed and seiaed by Native 
State creditors. The Reserve Bank was justified in assuring 
the absolute safety of its funds. Its sttmd is not so free 
from doubt when it claimed that the situation had altered 
in principle because the T. N. & Q. Bank had withdrawn 
the greater part of its legal reserves with the Reserve Bank. 
So long as the T. N. & Q. Bank paid the prescribed penalty 
interest, the Reserve Bank Act was not intended to prohibit 
and did not prohibit such withdrawals. Besides, it could 
not be gainsaid that the withdrawals were the imavoidable 
sequel to the refusal of the Reserve Bank to give any aid 
except after a preliminary inquiry. Again, central bank 
aid should have no relevence to the volume of compulsory 
reserve lodged with it but only the general position of the 
bank and the volume of its realisable assets. If aid were to 
be limited to the voliune of compulsory reserves, scheduled 
banks might as well keep their balances with themselves 
and forego the dubious advantage of affiliation. 

Certain difficulties of purely legal interpretation also 
arose in the course of the crisis. It was held by the Reserve 
Bank that demand promissory notes could not fall within 
the category of bills of exchange and promissory notes 
maturing 90 days from the date of purchase, etc., which 
alone tiie Bank was authorised to deal in. With reference 
to Section 17<4d, the Bank held that the documents of title 
to goods and not the goods themselves fiiould have been 
transferred to the borrowing bfmks and should support 
the promissory notes whidi were to be the basis of Rererve 
Basic advances. It will serve no useful purpose to gamine 
here the aectvacy.o^ otbbi^wise ot. this interpretation. !lhe 
Bink reifidnqthavf.ae^ except on tiie strict interpremtim 
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of law as it existed at the time of the crisis. As a matter of 
future policy however, it is indubitable that the law of the 
R^rve Bank should be co-ordinated with the existing 
banking and commercial practice of the land unless the 
latter can and are willing to adapt them to the special 
requirements of central banking. It would be meaningless 
to postulate conditions which in fact do not and cannot 
exist for a long time. If warehouses and consequently 
warehouse receipts do not exist, it is idle to prescribe such 
documents as a basis for central bank assistance. The 
experiences of this crisis have established the urgent need of 
an inquiry into the kind of assets most in vogue and the 
incorporation of the most realisable of them in the law of 
the Reserve Bank as eligible paper. In a country where 
standardisation in such matters hardly exists, wisdom lies 
in defining eligible paper or security in a wide manner and 
entrusting it to the discretion of the Reserve Bank 
authorities to liberalize or make stringent its conditions of 
assistance according to market and economic conditions. 
Rigid or narrow restrictions on its powers of discoimt or 
advances is tantamount in a country like India as in 
the case of the United States, to legal incapacity for 
timely or massive action in states of grave emergency. 

Reterve Bank of India. 

(In ciores.) 
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CHAPTER ES. 

A BANKING CRISIS & MANY “BANK FAILURES.” 

Bank failures reported from year to year in India have 
not die same significance as in other countries with more 
advanced banking ^sterns or stricter banking or company 
laws. Till the amendment of the Indian Ccunpany Law 
in 1936, no effort was made either to define the word 
“bank” or to ensure in any indirect way that only res* 
pectable concerns used that description in their title. The 
consequence was that many insignificant or doubtful 
ventures registered themselves as banks and when they 
failed, served to swell the number of so^ralled bank 
failures. 

The amended Act of 1936 allows banking companies to 
commence business only when they have a minimum paid- 
up capital of Rs. sp.QO Q. Besides, in the course of a 
definition which is by no means precise, a company in 
order to be a bank within the meaning of the Act is required 
to carry on as its principal biisiness the accepting of 
deposits withdrawable by cheque, draft or order. The 
effect of these conditions will not become immediately 
visible since concerns which were registered as banks before 
15th January, 1937 are allowed to retain that description. 
At no distant future, however, the statistics of bank failures 
are bound to imdergo a profound change. 

The only episode which may be described as a 
banking crisis occurred in ^13-14 whe n one Indian joint- 
stock bank after another met with disaster. Otherwise, 
bank failures of the past have been qjoradic, indi¬ 
vidual failures, illustrating certain weaknesses and 
deficiencies to which Indian joint stock enterprise in 
general is prone. Epidemics such as those which have 
tlue^t^Md to sw^ off Hie banking system of the United 
Stotes or whiph^shoolt btnking in several countries in tlm 
eturly. fhirttos jcd the presHUit century have been fortunate)^ 
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almost absent. Indian banks suffer from certain endemics 
the extermination of which is the main problem. 

Failures Aooording to Age 

^ Or^arily. the long life of a bank sho nld hv i t self be a 
proof of its good management. Failures naturally tend to 
be concentred on l>anks which are more or less yoimg . 
Two-thirds of the failures which have occurred since the 
banking crisis of 1913-14 are among by banks which 
wei?e less than 11 years old . The proportion of failures 
declines very rapidly as we reach banks higher up the 
age-scale. 


Bank-Failuret Grouped by Age. 



Less than 

1 year. 

ii! 

1 

hL 

Oil 

i|li 


M 

ill! 

ill 

|a 

1818-14 ••• 

1016-80 

1081-80 ... 
1081-88 ... 

1 


n 

H 

H 



m 


Totals for the four periods—50; 48 148 ; 888. 


In Percentages of Total Failures. 



Upto 10 yrs. 
11 mos. 

More than 10 yn, 

11 mos. and less than 
10 yrs. 11 mos. 

1 More than 10 yrs. 

11 mos. 

1018-14 

... 

88 

8 

4 

1016-80 

... 

68 

11.6 

86 

1081-80 


88 

18.1 

18.8 

1081-88 

... 

74.T 

17.6 

74t 


■ Leaving aside the crisis year 1913-14 when very few 
Indian joint stock banks could have claimed for themselves 
an existence of more than a few years, this table of morta¬ 
lity suggests another in^rtant inference. The proportion 
of failures of banks, 20 years and more old, seems to 
be definitely on the decline. The failures are being more 
and more confined to the infants and the young. As the 
absolute figures of failures of such banks, however, suggest 
this declining proportion refiects only the fecundity of the 
country in small and insignificant “banks.” 

As a matter of fact, the failures among banks, 20 years 
and more old, present a disturbing tale. From a qualita¬ 
tive stand-point, a bank 10 years cdd ahmiM have ihbre 
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than twice the survival probability of a five yew old bahk. 
A bank which:has>manaiged to prolong its-existence 
more than 20>»years- should have more than twice thd 
resistance power of a bank which has existed only for ten 
years. The failure of a bank 2(1 years old means much 
more harm to. (he community than the failure of 4 banka 
still struggling lor a footing in the 5th or 6th years thdr 
existence. Yet, our table records tiiatJJJ;^MBk8 which wer^ 
more than 20 years old failed in' 1^5-20^ aa many as 19 
failed betwre n j^l and 19 30 and 18 fail ed in 1981^3 6. In 
other circiunstances, these should .be looked on as highly 
disturbing figures. 

Much of the significance of this analysis of bank-failures 
by age is lost when we take into account the size, and 
character of the banks which make up these totals. We 
may take as an illustration banks which failed after an 
existence of 20 years and more. Of 11 banks which failed 
in the years 1915-20 after an existence of 20 years and 
more, only four had a capital of j«la kh and more. Seven 
of them were so insignificant that nothing about them is 
traceable. Of the total eleven, only two deserve to be 
noticed as causing appreciable loss to the country or its 
banking system. The four banks of some size which we 
have referred to were among eleven which had a capital 
of more than 1 lakh and failed in this period.* 


Between 1921 and 1930, 19 banks failed after a similar 
long existence and of them, only five had a paid-up capital 
ol more than |^lakh. As many as fifteen do not seem to 
have left any record behind them. Of the four about 

* Bank of Uppcv Indlfr-maas-mt) Thto bMik iMMl A paid 19 wpttol of 10 lakhf* See p. 8t8, 

The Kayaetha TVadiog and Baidtag Corpoiation. (1900:1980) It )iad a paid-up 
capital of 7^ lakhi* Sec p* 

Deoeaa Baak-~ (IMO^IOIO) Paid-im e^tal 80 thouiaiid. P. Puddunlee and Co., 
apeiita, advaooed money Oroni 189T to Oadag SpinniBg Co., tUI the loan reached 8 lakhe. 
On Ikiuidallcm, the SpinnlnirCtepaiurwaaiKiichamhy the hank for 888 thoueand and plaeed 
It note the manafemenr m the nephew Of the Agent A. Gchninal ehaige waa brought agatnet 
the Agent but wfthdfawn on gromid of hie eerlode tnneee. 

The ot^ InuiIbi ina)^ ttp the list are 

Name. Paidiiip Capita). Fiaoe. 

Xaehmlil Bank ... ... 108 t h ouean d Bvaal^ 1888-1918 

RajdhanyBaak . |0 „ Wttelofe 1888*1825. 

Bn^tliOonif 

n H 
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whi^ some stray information is available^ the failures 
of two only deserve to be recorded as appreciable 
mlduqiw. During the same years, the nu]id)er of banks 
with a paid-up capital of one lakh and more which failed 
runs into as large a figure as twenty-three.* 

In the period of great expansion of jointnstock banks 
1931-36, among banks which failed, as many as 18 could 
claim a prolonged existence of twenty years and more. 
Only 5 among tiiem had a paid-up capital of 1 lakh and more. 
Information regarding only one of them is available. 
Those five which had a paid-up capital of more than 1 lakh 
were among the seven which had a similar capitalization 
and failed in this periocLf 

* AUuoeBMiktrfSinils. Seep.SU. 

National See p. 801. 

AtuXabad Union Bank. (1004-1084) Paid-up eapital 68 thoueaiid. The manatcr 
Kedamalh Mitra gave an unaeeored overdfalt of 18 ihoutand to himeelf, 10 thoueand to hia 
brother, 81 thoueand to hie relativee and did not forget hie wife who got 8 thoueand. He 
wae aleo the manager of Annapurna Co., which dealt In grain which waa untraoeable. He 
abaeonded but the direotora had to make good all dlvidenda from 1016 to the extent of 40 
thouaanda aa being paid out of capital. 

Balance Sheet. (000a) 


Fixed Deposits 8 Yes. 

16 

Unsecured Overdraft ... 

118 

.. M 1 Yr. 

62 

Pro-Notes . 

Bank’s own Shares 

84 

„ „ 6 Mos. 

0.6 

0,7 

*• y. 8 Mos. 

0.1 

Remortgaged Ornaments 

84 

Savings Bank 

80 

Annapurna Co. 

Cash in hand . 

48 

Family Endowment 

Poona Bank . (1808-1084) 

88 

See p. 888. 

(Rs. 64 Only) 


The other banks were:— 

Bank of Trichinopoly (1000-1081) Paid-up capital 10 thoueand. Klaha Mercantile 
and Agricultural Bank (1901-1082) Paid capital 14 thousand, Chikballapur KandavaradapH 
Sri Venkataramanaswamy Bank (1800-1988) Paid-up capital 11 thousand. Hassna Kamatlo 
Bank (1877-1922) Capital 8 thousand, Mandya I .i atomi Vilasa Bank (1804-1928) Capital 
18 thousand. Pretoria Bank (1901-1928) Capital about 8 thousand. Poona Mercantile 
Bank (1808-1928) Cu^tal 124 thousand. Vefiore (>>mmercial Bank (1904-1026) Capital 
8 lakhs. Gundlupet Sri Himavat Gopala Krishnaswamy Bank (1001-1086) (Capital 18 
thousand. Mercantile Bank, Bangalore (1802-1027) Cental 4 thousand. Gundlupet Sri 
Rajandeswaii Bank (1000-1029) Ciudtal 88 tho u san d . Pabna Union Bank 1008-1080) 
Gaj^taf 80 thousand. Devanalli Sri Admarayanaswamy Bank (1895-1080) Capital 16 thousand 

»les Bank of Northern India (1026-81) and Dawsons Bank which failed but was 

_ed were the only important fsilures. Both were less than 80 years old, the latttt 

bc^ founded in 1014. 

Karachi Bank:—(1010-1980) With a paid-up capital of 2| lakhs, the bank had bran¬ 
ches at Bombay, Hyderabad and Larkana. The manager, accountant and cashier of the 
Bombay branch who were paid Rs .150,180 and 110 per month respectively misappropriated 
bank’s money and successfully concealed the facts from the branch inspe^r by malnpula- 
tion of accounts. A sum of 88 thousand was tapped at the account at the Mercantile Bank 
and signatures of constituents were forged* All were sentenced the first two to long tenna 
Loans to relations of directors proved another cause of bank’s dlificoltles. 

The other banks were:--Pabna Bank (1888-1980) Capital 80 thousand; Lvalipur 
Bank (1907-1081) Capital 1.8 lakhs; Chinese MeriM (knnpany (1000-1081) (^tal 
1 lalA. Trichonopoly Bank (1906-1082) Capital 88 thouM^; ’rannevelly Bank (1806- 
1082) Capital 1.8 lakhs. Co-operative Hindusthan Bank (1908-1088) Capital 1.7 lakhs. 
Meerut Bank (1884-1082) (ktpi^ 60 thousand. Darbhanga Bank (102LI082) Capital 
40 thousand. Bhmt National Bank (1008-1084) CapItM 2.88 lakhs. Colniibiitw Sabimati 
Bank (1918-1086) Capital 8 thousand Midaq>ore Bank (1016-1086) vjdufssidl Bank» uTp. 
(1010rl086) C^tal 4.7 lakhs. Banking and Ornament maaufoeturing Co. 
jCapiifd 40 thousand* Lahore Bank (10$6-1986) Capital 06 thousands Han 
(1011-1086) Capital 20 thousand. Madaripur Bank <1011-1086) Capital 16 
Naajanguq Sri Mahinndeswara Bank (1686-1086) Caidtal 81 thousandi 
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i THie genial omcilusion stands out from these fasts tiiat 
among reported bank foilures in this country, age by its^ 
& not a significant factor. Concerns which hardly deserve 
to be described as banks manage to lead a charmed life 
for years and years and then slip out of existence. 

Failures according to Paid-up Capital 

It would be difficult to decidei udiether; among banks 
which have reached or passed a certain optimthu size, long 
life or largej£SQurces are a better indication of capacity 
to withstand adverse times. If age were no factw to be 
taken account of, it is natural that mortality should be 
more frequ^t among banks with smaller resources than 
those with ample resources. It is unfortunate that the 
statistics of bank failures indicate only the paid-up capital 
of banks which have gone into liquidation and are silent 
about reserves or deposits. Basing our analysis on paid-up 
capital only, we find that more than three-fourths of the 
failures which have occurred since the banking crisis of 
1913-14, are accounted for by banks with paid-up capital 
of less than 1 lakh. The table below illustrates the ten¬ 
dency of the proportion to fall as we move up in the scale 
of capital resources. 


Fafluret aooordiiiff to p«ld*iq» capital 
(when available.> 
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^ Tbe flcst and thiid periods lAow a hi^ pere^tage' of 
faRurea among the biggest banks. The failure of 7 banks 
witit a paid-up capital of ^ lakhs and more in a*^ikl of 
47. in 1913-14 should not cause any surprise, ^e panic 
of 1913-14 started with the fall of one of the biggest Indian 
ventures and spread to aU other bsmks. A panic does not 
discriminate in its victims. 

The failure o^2 such banks among a total of lg4 during 
1921-30 stands on a different footing. Among the victims 
were the Alliance Bsmk of Simla, the Tata Industrial Bank, 
the Calcutta Industrial Bank, Trust of India, Industrial 
and Exchange Bank of India, Bengal National Bank, 
Bombay Merchants Bank, the Bsmk of Morvi, Indian In¬ 
dustrial Bsmk smd two private concerns connected with 
the House of Petits in Bombay. Most of these fsdlures have 
been smalysed elsewhere.* It is clear that in every case 
the failiue was an individual misfortune, more than 
deserved in most cases by long and recalcitrant mismanage¬ 
ment. No evidence is forthcoming to prove that these 
years presented any exceptional difficulties to Indian banks 
sui such. 

The rate of annusd suspensions of banks indicates that 
failures among the bigger banks are gradually declining 
with the progress of years. The rate we have calculated 
is not exact since for banks in liquidation we have figures 
only of paid-up capital while for banks in existence at the 
commencement of each period, the figures take account 
both of paid-up capital and reserves. Banks with paid-up 
capital on]^ of Rs. 1 lakh and more must be considerably 
less than banks with capital and reserves of the same 
nu^gnitude. In other wo]^, the rqte calculqted understates 
the mortality from period to period. But this dtscrepancy 
is not likely to alter the trend'of things as such. 


■■Il 
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, * Set pp. lW-164 ib««4Met. 
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The striking disc^repanci^ of the first two cohunns prove 
the great, aliqost overwhelming share of the small banks 
in " bank-failures ” in this country. The growing, stabili^ 
of the bigger banks is well demonstrated by a consistent 
decline in the rate of annual su^nsions. 


We shall now present an account and analysis of some 
of the bank failures which are representative and indicate 
certain broad inferences and conclusions. An effort is made 
to group the.failures according to the main causes which 
appear to have brought them about. In every failure, of 
course, many causes have been at work; in some, one 
cause may have called into existence others and it 
is not altogether feasible to reconstruct the chain of 
events. Still an arrangement of this kind is much to be 
preferred to a chronological account as facilitating the 
review of the whole problem which is the subject matter 
of the next chapter. 


Lax Laws, Public Ignorance and Bad or Dishfmest 

“ _Tl ' ' 


Among many wiles employed to beguile the public into 
placing their funds with banks, none was more crude or 
more frequent than the advertisement of imposing figures 
of authorised or subscribed capitals as against very frac¬ 
tional amounts of paid-up capital.* 

Poona Bank, Poona.—This bank was founded in June, 
1889 and Went into liquidation in August 1924. There is 
little in its balance sheets to justify its marvellously 
prolonged existence. It took full advantage, howe^, 
of the banking boom before 1913 to tempt into its coffers 
deposits 9 to IQ times its paid-up capital. At a time when 
its paid-up'capital Was little more than 3 lakhs, an adver¬ 
tisement in the leading English daily of the province 
anppuhced its authorised capital, .ks 10 cxores and its 
subscribed capital as SO lakhs. Wkile Rs. 85 per. share of 
100 . Were stiS uncalled,^ it even issued new shares tb%ih]yg 
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more grist to its mills. Hie crisis d! ISIS-U deluded the 
bank of the bulk of its deposits and it never recovered 
thereafter.* 

Amritsar National Bank.—This bank had a very brief but 
apparently bright career from January 1922 to May 1923. 
Within that amazingly short period of time, it collected 
deposits equal to about 12 times its paid-up capital. Its 
authorised capital was advertised as 50 lakhs and subs¬ 
cribed capital as Rs. 10 lakhs while the capital actually 
paid in was Rs. 160 thousand only. 

To create or merely to advertise a large number of 
branches was a con^tnon device which promised a double 
advantage. It created a sense of imposing size or enabled 
the banks actually to spread their talons far and wide. 

The Pioneer Bank.—^This Bank which we shall notice 
again presently had a paid-up capital of about 2i lakhs and 
deposits of about 3 lakhs. In its advertisement in the Press, 
it promised the public that branches were to be opened 
in London, Paris, New York and 31 places in India “as 
soon as certain arrangements were completed.” 

The Hindustan Bank, Multan.—This bank was founded 
by Mr. Daulatrai brother of Mr. Lala Harkishen Lai in 
July, 1906 and went into liquidation in January, 1914. At 
one stage, its authorised capital was increased from Rs. 2} 
lakhs to 10 lakhs but the paid-up capital remained un¬ 
changed at 120 thousand. Within the ^ort q>ace of six 
years, as many as 36 branches were created and the 
amoimt of deposits was inflated to above Rs. 10 lakhs. 

Kathiawar and Ahmedabad Corporation.—Hfls bank 
established in June 1910 and liquidated in December 1913 


to(dc evident 

pride in its 

aufliorised capital 

of 50 lakhs 

against paid-up capital of 7 lakhs and odd. 

In its brief 
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career of two years aiMi a half, it created about a dozen 
branches in India and one more in Nairobi. On its failure, 
the wily shareholders in Ahmedabad did everything to 
frustrate the depositors and creditors of the Bank who 
unfortunately for them hailed largely from the Punjab, 
When the Court ordered compulsory liquidation, the share* 
holders tried to evade the rigoro\is inquisition by pleading 
for voluntary liquidation. The auditors of the ba^ avoided 
to report and the auditor appointed by the Court could 
not obtain access to the relevant material! 

The adoption of similar or imposing names was another 
bait offered to the ignorant or ill-informed public. There 
was launched in Belhi in February 1913 a bank by name 
Imperial Bank. Its authorised capital was Rs. 10 lakhs, 
subscribed capital 40 thousand and paid-up capital about 
8 thousand! Luckily, it disappeared in October 1914. 
Otherwise, the christening of the three amalgamated 
Presidency Banks might have raised a nice difficulty seven 
years later.* 

The fact is that the very word “ bank ” has a connotation 
for the ordinary man which proves his siren song of 
disaster. Even before the outbreak of the banking crisis 
of 1913-14, the danger was quite felt and realised by the 
Government. “Poor and uneducated people" the Finance 
Member of the Government of India said in March 1912 
“are attracted by the word ‘bank’ thinking that it neces¬ 
sarily implies security and stability; and unscrupulous 
persons accordingly apply the term to speculative business 
in order to attract investors and depositors." But the 
Finance Member could think of no remedy, legal or 
otherwise. He contented himself with declaring that the 
Government of India mlg^ well hesitate to rush in “ where 
more experienc^ legislators fear to tre^." The comer 
quence ym the banking panto,of 1913-H.any remedial 
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action being deferred even after that cm aecoiuit of the 
outbreak of the Great War. 

^ one peruses the doleful tale of bank>failures in India, 
one wonders whether the ignorance of the public was not 
equalled and indeed exceeded by that of the worthy bankers 
who set out to endow India with a great banking system. 
Undoubtedly fraud, there was in plenty and in quite 
despicable forms. Yet, it is more probable that in many 
cases, ignorance in very naive forms was more responsible 
for the misfortune of Indian banks. 

The British India Bank.—^This bank was established in 
April 1911 and for two years before it was formally liquidat¬ 
ed in September 1913, it seems to have become somnolent. 
Its authorised capital was Rs. 250 thousand while its paid- 
up and subscribed capital was Rs. 6 thousand only. In less 
than a year of its establishment, its boasted of 3 branches 
and 17 agencies in “ all towns, cities, trade-centres through¬ 
out British India.” 

The promoters of the bank who elected Allahabad for 
their operations adduced certain very forceful reasons to 
overcome the traditional timidity and suspiciousness of the 
investors. “Unlike concerns in which machinery has to be 
pmrchased and buildings have to be erected, and the money of 
the investors has to be idle for a considerable period.”. They 
pointed out in their prospectus “in the banking business, 
money is invested in some other profitable venture from the 
day it is paid in and the shareholders and depositors can 
always expect quick and good return on their investment. 
The prospectus then proceeded to unfold the many and 
varied services which the bank ^pired to bring to doors 
of the public. It undertook to offer “sound and proper 
adviee .... ccmceming investment of any clesfs.” “It we? 
prepa^ to effkt all classes of insurance ^ agent? for 
leading Life, Fire, Marine and Accident O^c^.” R would 
“ ehgage passages to any part ot the world.” t!^^b^alf of 
its oonMtwmm it was to undertake ^ 
oi $x^ nature, whether oecasii^nail^ petttM?*^ 

, under’a''power'of att<raey»”> • -* ■■ 
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Sivaraiiu Ayyar Brak^ Madcaii^A toudi of the 
g^uine Quixotic is supplied by tiiis bank which went into 
liquidation in 1932. It was set up as a poor man's bank and 
true to its name, it accepted deposits of even a fraction of 
an anna. Among its valued customers were reported many 
beggars. When ultimately the bank closed down amidst 
exciting scenes, the ingenious Sivarama Ayyar, its founder, 
shareholder and manager ascribed the failure to heavy 
expenses of organisation and the prevailing trade-depres> 
sion! During its brief and presumably bright life, it had 
opened branches at Madura, Trichonopoly and several other 
towns. 


?ffRi75iBlrar3Tw*7i 




Bombay Banking Company.^This bank was established 
in November 1898 and after a long and apparently useful life 
was dragged into liquidation in the panic of 1913-14. The 
concern achieved reputation and confidence in certain social 
circles and communities because of the presence on its 
directorate of a highly respected and eminent medical 
practitioner of Bombay. It appears that the Directors 
gave “ complete discretion to the agents of the bank.” ^ piis 
was used b y the agents to give liberal loans to 
are entirelv false balance-sheets. The 


received their d ividends of 1 2 pe r 
cent, and made no inquiries . A flutter of suspicion 
caused in October 1912 when the manager took a trip to 
Americeand Rs. 5 lakhs were withdrawn by the depositors. 
The dividend of June 1913 was a modest one of 6 per cent. 
The bank continued, however, in an unconcerned manner as 
the eminent director mentioned above endorsed without 
inquiry or appreciatitm of the responsibilities he incurred 
thereby, ell hundis submitted to him. But wh 0 i panic arose 
over the ^uce,r first of the Peoples Bank of Lahore, and 
then the .Credit Bank of IndiaE at Bombay, suspension was 
forced ou it decile coura^oul;efforts to stdve it off. The 
ageiftft promp!dy<dedared tiaemselveh hisolvent. ' 
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books as axe generally kepi b;if private bmldng’ Anns. <A!ilv 
one day book and one ledger were maintained and Ibe 
directors and shareholders app^ to have been content 
these two books. " ^e liquidators express the suspicion th^ 
** the registers of securities and nro-notes were snppi^essed;” 

The Pi<meer Bank, Bombay^Established in September 
1911 by Rahim Joosab, the brother of the much more well* 
known Jaffar Joosab, manager of the Credit Bank of India, 
the bank was finally liquidated in December 1916. With an 
authorised capital of Rs. 50 lakhs and subscribed capital of 
about Rs. 15 lakhs, it collected a paid-up capital of about 
2^ lakhs and deposits by 1913 of about 3 lakhs. Most of its 
paid-up capital was bogus. Moneys which were paid in a s 
subscription to th e bank’s shares were loaned out to the 
samA parties agPinst verv shares. Persons in financial 
difficulties were invited and given loans part of which was 
retained as application money for Pioneer Bank shares. 
When petitions were presented for winding up on these 
grounds, it was held that these groimds related to the 
internal management of the bank and did not fall under 
any one of the five heads stated for the ptnpose in the Indian 
Companies Act. 

The Credit Bank of India.—Established in December 1909 
with an authorised capital of Rs. 100 lakhs, subscribed 
capital of Rs. 50 lakhs and paid-up capital of Rs. 10 lakhs, 
the bank started in Bombay the epidemic which had broken 
out in the Punjab with the collapse of the Peoples Bank of 
Lahore. The Credit Bank achieved among other things an 
tmusual distinction for gathering within its fold men who 
were quite untrained for the re^onsibilities entrusted to 
them. On appointment as manager of the bank, Jaffer 
Joosab pleaded ignorance of banking or accountancy snd 
requested the Directors to give a strong committee to assist 
him. Till the day of the collapse of the bank, he had not 
grasped the meaning of a bill of exchange. When adted to 
account for Rs. 5 laldis out of a total of Aottt Rs. 7 la^ 
I diown as cutrait accounts^ he made the follOwhig^confedihnt 
I**That was made up of mere ^per eniriesV Miitry tini|dit 
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me &i8 window-dresBinff and said it was not illegal and 
many banks were doing it.... The account and balance* 
sheets were prepare<^ by 4 Py .staff under instructions fr<Hn 
t^ auditor.” The ehainnan ol the Board of DirectOTs was 
in no happier situation. *' Before I became acquainted with 
the bank ” he admitted “ I had absolutely no knowledge of 
finance or banking, nor have I any now.” Mistri, the auditor 
pleaded ignorance as defence for every omission or error * 
pointed out in the course of the trial. 

The Bengal Natioiial Bank.— The Bengal National Bank 
was one of the few outstanding institutions which resurgent 
patriotism created in the eventful years 1906-07. Throughout 
its career, it adhered very strictly to the initial resolution 
of the founders to exclude all foreign element from the 
management. Inexperience of banking, however, was more 
than offset by a very overcautious policy in the initial years 
of its existence. As late as 1913, the balance-sheet discloses 
a high amotmt of Rs. 5*1 lakhs as cash on hand and at 
bankers against a total deposit liability of 24*8 lakhs. The 
ratio of working expenses to total resources was not too 
unfavourable while the temptation to declare high dividends ' 
was firmly and consistently resisted. 

Dividend per cent. 

1908 nil 

1909 1 

1910 1 

1911 4 

1912 5 

There had been difficulties in 1913-14. In 1917, a litigation 
caused a severe fall in deposits from Rs. 25 lakhs to Rs. 2*7 
lakhs. But the bank recovered steadily from these disasters 
till by 1923 its deposits exceeded Rs. 80 lakhs. 

Unfortunately, more permanent caxises were slowly 
undermining the strength of the institution. Patriotism by 
itself is a .^r substitute for business ability and vigilance. 
Sooner or later, it serves as a cpnvenient cloak in the hands 
of unprincipled inen ip which all walks of life and parti¬ 
cularly businem * i^wayu, ahouuds.^ ^e bkhk 
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gradually a family conoem. Young men wldiout aUy 
qualifications found tbmnselves in responsitde positions 
simply because they were connected with the promoteris 
and organizers of the bank. BUve out of six directois became 


heavily indebted to the bank. Chie of th 
loan of Rs. 3 lakhs 


f the moving spirits made it their s 


secured accommodation for a host of 





;t s for them selves without any security or 
with insuf fici ent securit y. The auditors were not forgotten ; 
they r eceived ge nerou s ao<»nmmnHatif>Ti fmm thi> hanfc- 


With deposits of Rs. 81 lakhs, unsecured loans reached the 
astonishing figure of 50 lakhs while industrial concerns of 
^ery doubtful character received by way of loans as much 
as Rs. 25 lakhs. 


A severe warning came in 1923 when with the failure of 
the Alliance Bank of Simla a run on the Bengal National 
Bank drained away as much as Rs. 24 lakhs out of deposits 
aggregating to Rs. 85 lakhs. The Imperial Bank of India 
came to its aid with two loans amounting to Rs. 20 lakhs 
against the liquid assets of the bank. The warning either 
came too late or was not heeded. On March 31st 1926, the 
bank issued the following astonishing balance^eet. 
(figures in lakhs.) 


Liabilities 


Assets 


Capital 

80 

Fixed Assets 

•01 

Reserve Fund 

25 

Bills and Loans 

1120 

Contingency Fund 

0*7 

Secturities and 


Deposjlts 

81-0 

Investments 

1-6 

Sundry including profit 
and loss 

250 

Cash 

3-8 


The bank now developed an extraordinary technique of 
returning cheques on flimsy exci^ while men of straw were 
alleged to be still receiving overdrafts. Withdrawals 
began in April 1927 and culminated in the closing of &e 
bank. It was estimated later that not more tium Rs. JO 
laldis worth assets were recoverable. ^ 
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1 -;. A criminal pcoaecuticn brouf^t to a close this ingloriotfli 
history. The auditor whose criminal compliance tvas 
responsible fosr the postpononoit of the evil day for a Icoig 
tinio, the dhrector and managing director who were the real 
culprits in this abuse of public trust were all sentence to 
long terms of imprisonment. 

Dangers of Industrial Finance 

In another chapter, we have analysed the implications 
and present position of finance of industries out of banking 
funds. From very early days, public opinion in India 
stimulated by the spectacular economic success of Germany 
and Japan has been overwhelmingly in favour of mixed 
banking such as prevails in these and other countries. It is 
hardly surprising that this opinion should have reflected 
itself from time to time in ventures along these lines. 
Unfortunately, it is not clear whether the public, most 
concerned with such ventures, has begun to appreciate 
even now the limitations, precautions and technical condi* 
tions presupposed in their successful working. 

. The Pe<9les Bank of Lahore.^—^This bank was established 
in February 1901 with an authorised capital of Rs. 35 lakhs 
and subscribed capital of 22 lakhs. It closed its doors on 
19th September 1913. The magnitude of its resources was 
by itself sufficient to make its failure a major event in the 
world of Indian banking and finance. Unfortunately, its 
disappearance acted as an immediate provocation to a wide¬ 
spread outbreak of distrust which had been gathering force 
slowly in the previous few months. In the rapid succession 
of failures which now ensued, the panic-stricken public 
lost all sense of discrimination and each bank which failed 
was judged by the standards applicable to the worst of 
them. 

In the case of the Peoples Bank of Xiahore, there was less 
justification for such an attitude. The object of the bank 
was stated very clearly in its memorandum of association. 
The bank was founded to promote and maintain industi^k^ 
ehtarpHses on "swadashi'* lines. In an early report, 'ilie" 
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directors were quite explicit The report ran " Our 
managing director, Mr. Harkiidimi Lall having e^used the 
came ol industries in the Province, the directors agreed 
with him in investing funds in industrial concerns in pre> 
fereice to land mortgages or trade-hundies.” 

The following balance-sheet published three years before 
the collapse of the bank may be compared with the 
principles and practices of mixed banking we have already 
analysed.* 

31 December 1910. 


(figures in lakhs.) 


Paid-up Capital 

11*5 

Cash-credits, bills, pro- 

Reserves 

1-8 

notes, overdrafts 

79-3 

Deposits 

98-4 

Deposits with other 




banks 

2*4 



Drafts in hand 
Debentures and other 

1*9 



Investments 

4*2 



Govt. Paper 

Cash in hand and at 

4*2 



bank 

7*1 


The circumstances in which the bank undertook to aid 
or initiate industries in this country were in no way 
favourable. Industries were either conspicuous by their 
absence or in very immature stages of growth. Whfie men 
made fortunes in mere trade and commerce, industrial 
enterprize was no where visible except in the already well 
established cotton and jute mills of Bombay and Calcutta. 
It is not surprising that the managing director of the Peoples 
Bank became also the promoter and manager of several 
enterprizes. He had the long vision also to incur much 
expenditure to finance Indians abroad for the study of 
industrial and technical subjects. The combination of 
banking and enterpreneurial functions need not have led 
the bank into difficulties if the standards of banking prac¬ 
tice had been quite strict. 

When the bank ceased to operate, it was found that 88' 
lakhs out of total deposits of Rs. 1 crore and mo;:^ were 
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advanced to enterprizes in which the managing director 
was directly interested. The number of concerns in which 
the man^^ing director exercised direct control was as high 
as 17. As late as 1913 the directors do not seem to have 
found any cause for uneasiness. In their report of that 
year, they even took notice of “some adverse talk about 
bank investments in industrial concerns.” They, however, 
declared themselves as satisfied tiiat aU liabilities to the 
bank were adequately covered by properties. Unfortunate* 
ly, many of the major concerns on which the funds of the 
bank were embarked did not prove profitable. The most 
important among them were the Punjab Cotton Press to 
which 20 lakhs were advanced, the Lahore Spinning and 
Weaving Mills and the Pioneer Investment Company to 
which 8 lakhs had been offered. The confidence which the 
directors had placed in the managing director was never* 
theless vindicated by subsequent investigations. The report 
of the official liquidators cotild not discover any trace of an 
effort or intention on the part of the managing director to 
profit himself at the expense of the bank. On the contrary 
there was much in his behaviour to prove the excellence 
of his motives. In the ultimate result the bank paid all its 
creditors in full but the shareholders lost all their capital. 

The Amritsar Bank, Lahore.—^Along with itself, the 
Peoples Bank dragged into the abyss the Amritsar Bank 
which was deeply interlocked with it. Mr. Harkishen Lall 
whom his detractors nicknamed the Napoleon of Punjab 
Finance on account of the magnitude and boldness of his 
ventures had been its director till 1910 but even after his 
retirement continued to infiuence its policy in a decisive 
manner. In the post-mortem, it was found that Rs. 4 lakhs 
were advanced to Mr. Harkishen Lall in his personal capacity, i 
Against advances of Rs. 21 lakhs more, the securities were 
either mere promises to pay or shares of Mr. Harkishen Lai’s 
concerns. In the auditors report for 1911, the following 
significant sentence occurs. “We referred to the directors 
certain accounts which iq>peared to us to be not fully 
secure^. TSie directors however hold the opinion that the 
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accounts are secured.” 66 per cent, of the assets of the 
Amritsar Bank as against 56 per cent, of those of the Peoples 
Bank were'found to be invested in the same 10 companies. 

The Tata Industrial Bank.—^The Tata Industrial Bank 
came into existence in 1917 in the very midst of the Great 
War amidst the glamour of the House of the Tatas and 
the warm greetings and expectations of the business 
public. The termination of war prosperity with the crisis 
of 1920 and hopes deferred of high dividends seem however 
to have induced sobriety, if not positive sickness, in the 
hearts of the shareholders. Within about six years of its 
establishment, their clamour forced amalgamation with a 
conunercial bank, the Central Bank of India. 


The following statement of liabilities shows its progress 
and the extent and degree to which it was qualified to 
undertake industrial finance. 

(flgutes in lakhs.) 



In 1923, on account of the severe collapse of the post-war 
crisis, industrial holdings showed some depreciation and 
there was a loss on sterling bills acquired in times of low 
exchange rates.** An allotment of 11 lakhs out of profits 
had to be made to offset these losses. As a memorandum 
subsequently circulated by the general manager pointed 
out, purely industrial investments aggregated to Rs. 27 
lakhs only. These were distributed among three enter- 
prizes, chiefly—^a bank in London by name British Italian 
Corporation, Tata Iron and Steel Company (second prefe¬ 
rence shares) and Bombay Electric Supply and Tramways 
Co. Two of these three have more than justified the 
choice of the manager. It was also pointed out that liquid 
assets accounted for about 66 per cent, of the deposits. 
Since more than half the deposits were fixed and tine fixed 
capital amounted to more than 15 per cent, of the d^)osits, 
this certainly indicated a sound state of things. True. 66 
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lakhs had been lavished On magnificent structures in 
Bombay and Calcutta. Better insight into public psychology 
about banks and a knowledge of practice elsewhere should 
have perhaps reconciled the shareholders to this Indian 
prodigality. The management pleaded that alter housing 
the bank, the properties were estimated to give a return 
of 4 per cent. 

But the House of Tatas was then under a cloud. Many 
of its other enterprizes were yet to fulfil the investors’ 
sanguine hopes, hopes fostered by the quick riches begotten 
of the war. The Industrial Bank had some interests in the 
Industrial Finance, Ltd., which was but another name for 
some Tata concerns—-notably New India Assurance Co., 
Nira Valley Sugar Co., Tata Power Co.* In this atmos¬ 
phere explanations, however valid, were of little avail. 

One decisive fact stared the shareholders in the face. 
The profits from ordinary banking business were mode¬ 
rately good and consistent. The industrial side of its 
activities appeared to exist only to diminish these profits. 
Under great clamour, the directors were coerced to promise 
not to make further investments in industries. 


When the shareholders met shortly thereafter, on 19th 
July, 1923 to cast 550,000 votes in favour of amalgamation 
as against 259 votes against it, they exacted one safeguard 
from the management. T he directors of t he new bank were ^ 
required to eschew seats op dirpctnratea nt other banks. 1 

direetorate.s were an evil much] 

feared in those davs. 


The Bank of Burma.—^Interlocking interests may be un¬ 
avoidable and perhaps even desirable in certain stages of 
industrial progress. With a high standard of business 
ethics, they are quite innocuous. Character and not laws 
are the ultimate foimdations on which greatness of a com¬ 
munity in economic as in other fields of endeavour has 
to rest. Yet, it is equally undeniable that laxity of lanr 
and practice is more often than not an invitation to all 
that is mean! and unestimable in a society. 

• a. uw. ' ’ ' 
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The manager of the Bank of Burma fell under the power 
of its two directors, Messrs. Mower and Clifford. These 
two grabbed the fimds of the bank for their own enter¬ 
prises. The security of the loans consisted entirely of the 
shares of the companies of which the agency was with 
Mower & Co. Only two of these companies were paying 
dividends. The bank went to the length even of under¬ 
writing the shares of Mower Se Co., at Rs. 21 per diare of 
Rs. 15 nominal value. Imprudence or speculation was piled 
on fraud. Rs. 10 lakhs were lost on shares of Burma 
Investments, Ltd., and Bvurma Petroleum Co., but the 
directors would not take any notice. Even when the fate 
of the bank was clear, large fixed deposits were offered and 
accepted in the last few weeks of its existence. 

It took about 10 years to liquidate the bank completely. 
The creditors were lucky in receiving a dividend of as 
much as annas 0-14-6 in the rupee while the sharesholders 
lost everything. 

PangCTs of Speculatio n 

It is a matter for opinion whether ordinary deposit 
banking can be combined in a prudent manner with the 
finance of industry. When a bank is launched with a clear 
avowal of this object, no blame could rest with the organisers 
on the ground of misleading the public or misapplication of 
their funds. Very frequently, however, banks appeal to 
the less scrupulous as a convenient means to acquire funds 
which, if the object were stated clearly, would not be 
forthcoming at all. While many of the failures already 
noted illustrate this danger, the most glaring example of 
such abuse has yet to be recorded. 

The Indian Specie Bank, March 1914.—The foimdation of 
this bank with an authorised capital of Rs. 2 crores, subs¬ 
cribed capital of U crores and paid-up capital of about 
751 lakhs was due to the initiative and enterprize of one 
zqan, Mr. ChunUal Saraiya. Originally a man of medical 
qualifications, he had had a long experience in the methods 
and practice of banking on the staff of the Bank of Bengal. 
Ho played a noteworthy part in the launching of tl» Bank 



BANK FAILURES 


809 


of India in 1906. He withdrew from the bank when the 
authorities of that bank declined to ai^int him its 
manager. His reputation for ability and financial skill was 
however, so hi|d^ that he attracted into the directorate of 
his new bank some of the most eminent men in the public 
and business life of Bombay. Unfortunately, events proved 
that Mr. Chunilal Saraiya’s inclinations lay all in the 
direction of speculation rather than constructive business. 

Very early in its career, rumour became busy that the 
bank had embarked on colossal speculations in silver. 
Authoritative notice of this rumour was taken when in the 
course of tiie fifth general meeting of the shareholders in 
1911, the chairman said: “ I may mention that not one 
ounce of silver is held by this Bank on its own account 
and your Board is determined to adhere to this policy.** 
Yet, the belief persisted obstinately in the public mind. 
Within less than a year of this disavowal, the Commerce 
of Calcutta reported that “The attempt to comer silver, 
a project of the directors of the Indian Specie Bank still 
continues, and the leading spirits of the enterprise entered 
the market again as buyers on a large scale.*’ In the 
following May, the market recorded its estimate of the 
success by putting up shares of the Indian Specie Bank 
from Rs. 52 to Rs. 66. Admirers of this species of banking 
were not lacking either in those quarters which should 
have known better. A local journal commended Mr. Saraiya 
with evident approbation as the manager “who forced 
the Secretary of State in England and the finance member 
in India to buy silver at enhanced rates, thus earning a 
profit of about Rs. 25 lakhs at a stroke.** 

The mode of operation of the q>eculators whose names, 
althou{^ known with an absolute moral certainty, were 
never official^ disclosed, was neither original nor inge¬ 
nious. In the list of the debtors of the bank, these appeared 
the mysterious firm of Mr, Namd^hai ^ Co., whidi was tfie 
fined ring os, ^rndioate of the aforesaidt,siieculators. Wl^ 
the tfihe tor the. jCQinpilatian oi each Iwlanoe-Sheet arrival 
file Ann used to. ditenEMer room t<a flctifious 
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debtors who passed appropriate promissory notes, The 
directors of the bank itself took good care to show their 
liabilities to the bank as nil. As a matter of fact, when 
the bank closed its doors, they had to admit a liability of 
Rs. 12 lakhs which they hxurried immediately to pay off. 
The following figures set out what the trying judge des> 
cribes as “ a miserable tale of the lowest form of fraud . 
the creation of fictitious debtors and the preparation of 
demand promissory notes in support of these.” 


(in lakhs of rupees.) 
Losses Gains 

1909 22 — 

1910 9 — 

1911 81 — 

1912 . — 80 

1913 78 — 


Thus the bank was saddled with a net loss on account of 
speculation in silver to the extent of Rs. Ill lakhs, while 
silver worth more than 4 crores was foimd to have been 
held on behalf of the bank in London by Messrs. Sharp 
and Wilkinson. 

The immediate cause of the collapse was the fear raised 
in the public mind by the fall of the Peoples Bank of 
Lahore in September 1913 and the end of the Credit Bank 
in Bombay on 1st November 1913. The Specie Bank was 
presumed to have common interests with the latter. Later> 
the manager of the- Credit Bank himself admitted that 
large sums were represented with mutual consent as lying' 
with the Specie Bank on behalf the Credit Bank which,, 
in his opinion, was a legitimate form of window-dressing. 
The Specie Bank also held imder doubtful title cotton mill 
shares of the value of Rs. 20 lakhs which had to be subse¬ 
quently surrendered. In the run which ehsued, Indian 
Spe^d Bank paid out in cash Rs.'90'I4khs ih k'^few weeks. 
Ihe publie was profoundly impressed Wifh ‘the ’prompti^ 
tude and the iqiparent ease. Miret,'‘mi(^ 4;f4tietfi-n^^ 
couM not but nblice mysterious tht^nients'^' the^bfilanee 
iheet. reserve fui^ of 
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ment securities had disappeared. Deposits fell by Rs. 48 
lakhs. But loans actually mounted by 80 lakhs to a figure 
of Rs. crores. No man could guess what the security 
behind these loans was. Simdries to the extent of 13 lakhs . 
occupied an imcomfortable place in a comer on the . 
liabilities aside. 

The actual course of events, however, bore singular testi¬ 
mony of the confidence which the public placed in 
the directors and particularly the abilities and financial 
genius of the managing director. An insignificant share¬ 
holder alleged to have been instigated by the personal 
enemies of the managing director presented a petition to the 
High Court for winding-up. It was clearly felt that the ordi¬ 
nary public would not be able to discriminate between the 
petition of a shareholder for liquidation and the order of 
a proper court for the same object. There took place an 
astonishing rally of the shareholders and directors in sup¬ 
port of the bank. The judge unable to restrain the pro¬ 
cesses of law felt constrained to admit it with these words. 
“I should like to say that it struck me as a most remarkable 
circumstance that shareholders representing a capital of 
three quarters of a crore of rupees and creditors to the 
extent of a crore of rupees, should come forward together 
to support the directors and the managing director in the 
manful fight they have made for the existence of the bank, 
in spite of allegations of very hazardous trading. Not a 
single shareholder or contributory or creditor has come 
forward to support the petition.” 

The trading had been indeed hazardous. The loans to 
constituents for speculation in silver alone aggregate to 
3 crores and more. 60 lakhs and more Were advanced 
against pearls which the bank held. ^ *^6 ^earl marke| 
had, it is true, grown brighter and briefer since the advent 
of the centiiry. But, nnlortimately far tiie bank, the tt«ro 
partiSs to^vifiwm advances had been made became insolvmt 
jwstiabout the time-.<^ the failure'Of the bank; The 
sbm.<hfid .ita share of (the botmtyr ^Frotn 
fiSritelibsi adtnKniedl loct htpilii trwnsa^n^.lot 
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tile bank ultimately could lay its hands on tiiares valuod 
at not more than Rs. 9 lakhs. 

In the last eventful week of the bank’s existence, heavy 
withdrawals occurred from Monday to Saturday to the 
extent of about Rs. 15 lakhs. Saturday’s toll was a mode* 
rate one, about lakhs only. After a strenuous but 
impressively well sustained cross-examination, Mr. Chunilal 
Saraiya withdrew to participate till a late hour in the 
feast and festivities held to mark public confidence in him 
and the bank’s survival in the ordeal. The dinner 
does not seem to have agreed with the hero of 
the episode. For, next morning, the city was petri¬ 
fied to hear that Mr. Chunilal Saraiya had died of heart 
failure. On Monday morning, before anybody else had a 
chance, the directors rushed to the High Coiui with a 
petition for voluntary liquidation in their hands. 

The inevitable post-mortem exposed to light the follow¬ 


ing doleful history. 

in lakhs 

Loss on silver speculation .. .. Ill 

Loss on advances against pearls .. 36 

Loss on loans for budla deals .. .. 14 

Loss on imprudent loans .. .. 4 


Total Loss. 165 

The bank had made no profits since 1909 and dividends 
aggregating to 22 lakhs had been paid out of capital. After 
all assets were realised, there still yawned a deficit of 
Rs. 79 lakhs against which there was the unpaid capital 
of the bank of Rs. 74 lakhs, 
r 

Vietiins of Mislorttme 

It would be strange if banks were more immune from 
tiieer misfortune than any other kind of business. Banks 
impend folr their stability on mere mass opinion to sueh an 
extent tiiat they have more cause to few misfattBne than 
other entoriffises. Yet, examples of latiure <lita to dmub- 
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stances outside the sphere of bank managements are hard 
to find. A tinge of imprudence if not positive dereliction of 
duty is always present in almost every disaster. 

The Bank of Upper India, Meerut—^The bank established 
as long ago as 27th Jime 1863 was slowly but steadily built 
up to a position of importance in the Indian banking world 
from very modest beginnings. Laimched with a paid-up 
capital of Rs. 15 thousand only, it progressed till just before 
the crisis of its existence it had a paid up capital of Rs. 10 
lakhs, an ample reserve of Rs. 7 lakhs and deposit liabilities 
of 2 crores. Confined to the Punjab and the U.P. it had 
created 17 branches and sub-agencies. 

It was much crippled in the banking crisis of 1913-14. In 
the 9 months succeeding the collapse of the Peoples Bank 
of Lahore, the bank had to pay out Rs. 78 lakhs. Still, its 
investments, largely loans to Talukdars, shipping interests 
(Rs. 6 lakhs) and jute concerns of M. V. Apcar & Co. (Rs. 5 
lakhs) were sotmd and, given some time for recuperation. 
the bank could have recovered the lost ground. But on the 
heels of the crisis, within a month or so in fact, came the 
outbreak of the (Sreat War which proved the final blow. 
Securities depreciated enormously and in spite of the sound¬ 
ness of its assets, the bank had to announce suspension in 
October 1914. As the Allahabad High Court foimd “The 
present position of the bank is not due to bad management 
but is the result of the recent financial crisis.” Both the 
depositors and the shareholders were repaid in full—which 
is indeed a striking proof of the inhermt soundness of the 
bank. 

The Alliance Bank ef Simla.—^This bank, one of the oldest 
in India, was launched into the world in 1OT4 and suspended 
pa 3 rment on 27th April 1923. It fell on evil da;^ largely on 
account of the imprudence of their Ijondon Agents, Boulton 
Bros. The Boulton Bros, initiate a policy of expansion out 
of all proportioii to th^ reis^uircas. Involvad inevitably ih 
difficulties, toey were unal^e to return 8 deposit of Bs. 
lakhs which held from tibte Alliance Bank. The BouRb^ 
Bro^ft add ftie'^Skeni ef th^tmi ieere pTfoseeuted-to 
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IW 'bjr. to- a ^ 

_Mo&er deMor tQ,j^e ^iJrdSt 

^jalb> Whiich a pa0 up as^itk of CS.Iialdia.and 
il*d I® a toamc from 1916 to 1923., The Ti^t Waa liabl^ 
^l^l^idk^or bne.f^ crore against sworittea whibh werb 
^a lSlidths. Advances against personal s^urity 
Rs. 1^ lakhs. 

In their report for 1922, the directors spoke plainly of the 
“ ioiock-Qut blow ” whidi the bank had sustained. This led 
to continued withdrawals, the elfoct of which (may be 
studied from the following extracts from the balance-sheets 
of the bank before and after the run started. 

(in lakhs o,f Rupees). 

1923 (before suspension) 



Paid-up 

1914 

1921 

1923 

Capital 

30 

38 

88 

Reserve 

40 

53 


Fixed Deposits 


900 

498 

Current Deposits 


679 

373 

Total Deposits 

554 

1627 

871 

Cash-Balance 

103 

439 

76 


A new management made efforts to link “ the bank witii 
more powerful banking interests in order to re-establish 
public confidence.” When the effort bore no fruit, the 
notice of suspension was put up. 

Then, an event took place which surprised all who remem¬ 
bered the banking crisis of 1913-14. Directed by the 
Goyemor-General-in-Council, the In^perial; Rank Qf Injiia 
undertook to repay 50 per cent, of deposits including current 
accoimts and sayings bank deposits,, The Imperial Rank 
was, precluded from making a pro6t on the liquidation but 
at t^ sapae tixpe it was guaranteed by govemipent. against 
loss. Jiiiessrs. Grindlay & ran , to further rescue by 

annoimoing their, wiRingne^s tp,,repay d^posi^ of gov^- 


nie^t iK.' •. • ;; r-* :• • ■ V, !: n- i:; - . 

;iThe)bMDiiEfhad; 36 b*im<Siea ;Whenriti9lo^ > 3 
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1930, its capital was raised to 11 lakhs in 1936 while its 
reserve which was a little over a lakh in 1927 rose to Rs. 31 
lakhs only. The deposits rose far more steeply due to a rapid 
extension of branches. Rs. 19 lakhs only in 1930, the figures 
were 37 lakhs in 1932, 94 lakhs in 1934 and 177 lakhs in the 
boom year 1936. The ratio of capital and reserve to deposits 
feU from 1:5 in 1930 to 1:13 in 1936. 


The history and progress of the Quilon Bank were not 
dissimilar. 

Just before the run began in April 1938, the March 
balance-sheet of the amalgamated banks disclosed the 
following situation. The situation as on 17th June 1938 
describes the effects of the run just before the bank suspend¬ 
ed payments. 

(figures in lakhs). 


Apr. IMS June 1988 

Capital .. 24 24 

Reserves .. H 

Deposits .. 324 252 

Borrowing against 
Govt. G P. Notes 35 

Bills .. 18 15 


Apr.l(NI8 Jimeioas 

Cash ..47 17 

Bills (contra) 18 15 

Loans and advances 


i (against gold) 41) 

ii (others) 242 


Investments: 



i Govt. Securities 

45 

45 

ii Others 

4 

4 

Lands 

13 

14 


The ratio of cash and bills to aggregate liabilities works 
out at 18 per cent, and of government securities at less than 
13 per cent. These ratios compare unfavourably with those 
of the leading banks of India we have already examined.* 
This by itself was proof of the inflation and illiquidi^ of 
loans and advances. Investments had hardly any place in 
the assets of Ike Travancore National Bank as late as 1932 
and in 1936, the date of the amalgamation, the pr<^rti(»l 
was only 11 *5 per cent. 

“ A run on the flnances of the bank ” the Repeat of the 
Madras Official liquidator dated 3rd January 1936 tells us 
'‘began early in April 1938 and from that date until the 
,stu|>en8ion of payment on June 2(Hli 1938, a MUn of approxi- 
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mately Rs. 1,10,00,000 was paid in satisfaction of demands 
made during that period.” The payments made amounted 
to about 25 per cent, of the assets as on the date before the 
run commenced. “The bank had failed” continued the 
liquidators “ (a) by reason of the fact sufficient further cash 
resources was not available wherewith to meet further 
demand for payment and (b) because the realisable value 
of the remaining assets on the books was very considerably 
less than the book values of the assets.” 

The nm had begun in a most unusual manner. It was 
repeatedly alleged later that the highest state authorities 
had much to do in the initial creation of the panic. None 
can read the subsequent liquidation and reconstruction 
proceedings in the State and in British India without be¬ 
coming aware of the vast difference between the highly 
surcharged atmosphere of Travancore Courts and the 
scrupulously objective and judicial atmosphere of 
British India Courts. Behind the collapse of the 
Travancore National and Quilon Bank, there lurks 
the sinister shadow of a struggle for political power 
between the Hindus and the Syrian Christians of Travan¬ 
core. The bank was alleged to have made itself the sponsor 
of Christian interests and was suspected of complicity in 
affairs which could be no concern of a bank. 

Apart from the peculiar ways and atmosphere of Native 
States, the failure of the Travancore National and Quilon 
Bank raised difficult questions of jurisdiction which must 
influence the future course of banking and banking law 
in the country. 

The Madras High Court was inclined to give chance to 
a reconstruction scheme preferred before it. As the judge 
himself explained—“ The scheme was propotmded on the 
basis that if there would be co-operation on the part of all 
courts, where liquidation proceedings are pending and the 
scheme is sanctioned, it would be possible to realize 12 
annas in the rupee and possibly more. I cannot say that 
this expectation the part of applicants was not justified 
.... I cann^ say. ; . that tiieir action in filing the petition 
was not bona fide.” ; The Court saw no cause for fearing that 
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other courts would not cooperate especially since it was 
always clear that ultimate sanction could be withheld if the 
scheme proved unworkable. 

The first difficulty was created by the official liqiddator 
of Cochin. He was not prepared to recognise the claims of 
’foreign’ creditors in the distribution of Cochin assets of the 
Bank. The Madras High Court was constrained to admit 
that if cooperation was not forthcoming for winding-up, it 
could not be presumed in favour of any reconstruction 
scheme. 

The District Court of Quilon was much more explicit even 
to the point of undisguised hostility. Since the bank was 
registered in Quilon, it argued that the principal court for 
winding-up was Quilon Court and that a reconstruction 
scheme must be considered in the first instance there. It 
criticised severely the past management of the bank placing 
reliance on the report of the official liquidator in Travancore. 
It found the Madrajs reconstruction scheme “fantastic,” 
“ illusory ” and “ unworkable.” It poopoohed the bona fides 
of the reconstruction scheme, stating inter alia, “The 
sponsors of the scheme were successful in no time in getting 
roxmd a large body of creditors numbering about 2,400 and 
whose deposits amount to about Rs. 72 lakhs to file affidavits 
in support of the scheme .... It is said that there are High 
Court judges, advocates, bishops etc. among the creditors . . 
. . . majority of shareholders (of the bank) are relatives or 

nominees of the directors themselves.the staff in the 

several branches of the Bank consists mostly of the relations 
of the directors . . . propaganda in support of the scheme of 
reconstruction is being carried on by the ex-servants of the 
banks.” On these groimds, the Court concluded that the 
creditors of the bank must be protected against their own 
ignorance and gullibility by ordering a winding-up. 

When an appeal was preferred before the Travancore High 
Court, that court confirmed tiie winding-up order but in a 
manner which approached Ihe subject from a standpoint 
diametrically opposite to that of the Madras H^^ Court. 
The Madras High Court desired to explore the possibilities 
of reconstruction prior to enforcing a winding-up. The 
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Travancore High Court favoured winding-up since “the 
creditors would not be prejudiced in any manner by the 
winding-up order as it was open to the Court after comple¬ 
tion of such investigation, as it might deem necessary, to 
take suitable steps under sections 157,175 or 176 in further¬ 
ance of any scheme of reconstruction that might be 
proposed.” 

The whole situation was well epitomised in the attitude 
of the British India creditors of the Bank. In explaining 
their overwhelming vote in favour of reconstruction, the 
counsel for petitioners said before the court in Madras— 
“ The Quilon judgment did not influence the meeting of the 
creditors though printed copies of the judgment were 
circulated to them beforehand. They could easily see the 
obvious meaning behind it all.” 

The episode illustrates forcefully the inherent difficulties, 
if not the impracticability of reconstructing banks once they 
have suspended payment. It is never easy to ascertain the 
realizability of certain assets—^much time and inquiry are 
needed to reach accurate estimates. Certain incidents 
illustrate difficulties of investigations as such. The Madras 
High Court found itself unable under the law to sanction the 
expenditure for which the Reserve Bank wanted to be 
indemnified before undertaking the investigation. The 
District Judge of Quilon went further and described the 
contemplated investigation by the Reserve Bank as “an 
unauthorised interference with the concern of the Bank.” 
In the case of the Travancore National and Quilon Bank 
the last balance-sheet had shown bad debts of U lakhs 
only. During the proceedings on a winding-up petition, 
the bank authorities admitted bad debts as equal to Rs. 15 
lakhs. The Quilon reconstruction scheme placed them at 
Rs. 40 lakhs and the Madras liquidators report at 70 lakhs. 
Even if all the material facts are available within a reason¬ 
able time and a bank is reconstructed on that basis, much 
time must elapse before deposits can be coaxed. In the 
meanwhile, working expenses have to be incurrd, the ox^ 
source.for which could be the realised assets or the willing* 
ness of creditors to accept a lower rate of interest on the dues. 
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A large share of responsibility for the failure must be 
ascribed to the incompetent or disingenuous management 
of the bank’s business. Some of the manipulations and 
misleading features of the bank’s balance-sheets have been 
already referred to above. ’The directors and their relative s 
were allowed to borrow heavily and these debts which 
reached Rs. 25^ lakhs bv the date of suspension of the bank 
were not sh own in the balawce-g heet as such. In sentencing 
the miscreants to heavy fines and terms of imprisonment, 
the Court in Trivandrum cited grave instances of falsifica¬ 
tion of balance-sheets. The 1937 balance-sheet stated the 
advances to directors at about 6 lakhs when the true figure 
was not less than 14 lakhs. Investments in shares to the 
book value of more than Rs. 6 lakhs were not disclosed at 
all. Debts considered bad and doubtful were reduced from 
more than 8i lakhs to less than U lakhs. Profits of about 
2J lakhs were declared when as a matter of fact there was 
Ua gaping loss of more than 2i lakhs to be covered even after 
the general reserve fund was fully utilised. These practices 
had been in vogue even before the amalgamation and were 
continued after the amalgamation. “So far as can be 
ascertained ” the Travancore official liquidator alleged 
“ little or no control was exercised over advances at branches 
and information regarding borrowers, etc., is not on record. 
We foimd that agents have very little knowledge of their 
duties or of business at their branches .... The management 
was not effective and the staff not properly trained. Account 
books were maintained in haphazard fashion and seldom 
bear evidence of having been checked or balanced while at 
some offices essential figures in books have been recorded 
in pencil.” As indicated above, bad debts were systemati¬ 
cally understated. A private and confidential circular issued 
on December 11th 1937 ran as follows: “To all branches. 
Branches shall not treat and classify any loan and advance 
as doubtful or bad without written instructions from this 
office. They are not to include any debt as doubtful or bad 
in the balance-sheet as on December 31st 1937 except tiiose 
that have been shown in the half yearly balance-sheet as 
at Jime 30th' last. 




CHAPTER X. 


BANKING REFORM AND BANKING 
LEGISLATION 

The main theme of the previous Chapters is the growth, 
achievements and failures of the Indian banking system. 
When causes have been indicated, they relate either to 
internal difficulties and deficiencies of Indian banks or to 
their demographic or political environment which is exem¬ 
plified in distribution of population, presence of foreign 
banks, etc. Not less important for the growth of retarda¬ 
tion of a banking system is the state of the banking habit 
of a people. Banking habit is an omnibxis phrase which 
covers economic psychology in regard to banks no less than 
objective economic facts and practices. To the analysis of 
this banking habit, the causes and forces which check or 
facilitate its progress, we must now address ourselves. 

I. 

BANKING REFORM 

The absence of the habit of banking in this country is 
due to several causes, the relative importance and remedies 
of which have to be assessed separately. These causes may 
be placed under three heads: absence of confidence, igno¬ 
rance and illiteracy of the people, and low level of incomes 
in general. In examining their operation, we must distin¬ 
guish between fixed deposits, savings deposits and current 
deposits and indeed other activities of banks. For, the 
legal and practical obligations and requirements which 
arise &om each class of borrowed resources and from other 
activities of banks are materially different in each case. 

AbsMice of C<mfidence 

Lack of confidence in banks as an endemic must be dis¬ 
tinguished to a certain extent from banking panics which 
break out suddenly like epidemics on account of excep¬ 
tional causes. Of course, the two cannot be r^arded as 
altogether independent of each oth^r since the known 
edstoice of safeguards against emeigehcies is an im|>6rtant 
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element in day-to*day confidence and the prevalence of 
general confidence is itself an important factor in prevent¬ 
ing or moderating panics. The distinction made is not so 
much one of principle as convenience for analysis. 

„ (a) In times of general distress and danger, such as 
ensue from a widespread loss of faith in the banking 
system of a country, it is inevitable that all eyes should 
turn to the government of the land for assistance and 
protection. It is not feasible, however, to lay down in 
advance the precise extent, form, manner and occasions 
of government intervention in such situations. The Indian 
Government itself has always been vague and hesitant as 
to the allocation of the sphere of government intervention, 
operation of ordinary law and law-courts and finally the 
prudence and wisdom of depositors in so far as these may 
be presumed to exist in this country. The creation of the 
Reserve Bank of India and particularly the discussions and 
controversies which preceded its creation have in no way 
facilitated clarification. The alien character of the govern- 
mjent has been no doubt a factor of no mean importance 
in the situation as it has historically developed. But, as 
we shall see presently, the advance of democracy and 
advent of provincial autonomy have raised new problems 
and difficulties. 

The banking crisis of 1913-14 appears to be the first 
occasion when the issue of government duties and respon¬ 
sibilities in such circumstances was definitely raised. The 
danger itself had been clearly fcnreseen both by the public 
and government. In a speech delivered early in 1912, the 
Finance Member lamented certain tendencies in the Indian 
banking world in these words. “Poor and uneducated 
people are attracted by the word ‘bank’ thinking that it 
necessarily implies security and stability; and unscrupulous 
persons accordingly apply the term to speculative business 
in order to attract investors and depositors.” He then pro¬ 
ceeded to explain how the best talents , in England and 
el^where had failed to devise legislative safeguards against 
the abuse of the word ‘bank’ and conduded, “that the 
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Government of India might well' hesitate to rush in ’ wh«(te 
more experienced legislators fear to tread.” While ruling 
out direct legislative remedy in this manner, the Finance 
Member does not seem to have allowed his mind to be 
disturbed with its logical corollary that the discretionary 
or administrative duties of govemmient are automatically 
enhanced in proportion. 

When the crisis ultimately broke out, the government 
were constrained to admit certain r^j^nsibilities in such 
emergencies. Yet, as the following extract from a speech 
made by the then Viceroy at Madras shows, such interven- 
ion was deemed to be sporadic and exceptionaL For the 
day-to-day stability of the banking system, the offi¬ 
cial mind could not envisa^ any responsibility for itself. 
" We have closely followed the course of events,” said the 
Viceroy, “and where it has been possible and legitimate 
to do so, we have given timely assistance. I am glad to 
say that there has been no undue disposition to look to 
Government for such help. Such help as we can properly 
give is limited in extent and necessarily subject to con¬ 
ditions and safeguards. But what we could do has been 
done and will continue to be done ... If the Indian 
investor is taught by these events to be careful to distin¬ 
guish between sound and iinsound undertakings or if th^ 
pave the way to some better system of regulation and 
protection they will not have been unfruitful of beneficial 
result.”* So far as banks were concerned, the concluding 
part of the extract remained a dead letter for two decades 
and more. 

The next occasion on which the Government of India 
exercised its discretionary responsibilities to assuage distress 
caused by the difficulties of private banking was when the 
Alliance Bank of Simla closed its doors on 27th April 1923. 
Under instructicms from the Govemor-General-in-Council, 
the Imperial Bank undertook to pay immediately 50 per 
cent, of tilie amounts at credit of depoaiters including 
ctarrent acconiits and savings bank bsilances. It wi^ 
explained subsequently that these mhOtuits “ could be paid 

CmBUtiu, DtoMttbet 
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without incurring financial riak provided that the liqui¬ 
dation was prcqperly supervised’* and that under the 
government guarantee, Imperial Bank would make no 
profit by this business but was assured against loss.” It 
may be presumed from this that even before its suspension 
the Alliance Bank of Simla enjoyed an intimate and close 
contact with the Government which claimed a close con¬ 
verse with its affairs such as a central bank might have 
weU envied. Could banks with purely Indian management 
have aspired to the same facilities and access to those in 
authority ? 

The grounds on which the intervention was undertaken 
deserve careful examination. Under the Imperial Bank 
Act of 1921, instructions from the Governor-General to 
the Imperial Bank were specifically limited to safeguarding 
of Government balances or the financial policy of Govern¬ 
ment. The defence by the Finance Member of government 
action interpreted these phrases in the statute in this 
manner. He expressed himself as “most anxious that 
favourable conditions in the money market both in London 
and in India for borrowing sums needed by government 
in both markets on better terms . . . and the good effect 
which the balancing of the budget had created should not 
be upset.” He seems to have felt, however, that this was 
too large a proposition to hang on the out-standing current 
and fixed deposits of the bank amounting to Rs. 7 crores 
only and that the technical excuse of law was hardly ade¬ 
quate to carry moral conviction. He, therefore, widened 
his defence, and in widening it widened also the future 
responsibilities of the government. He represented the step 
as “ most desirable in the interests of Indian Finance and 
Indian Banking” and also as well calculated “to restore 
public confidence” and “to prevent . . . causing incon¬ 
venience and probably danger to other sound institutions.”* 
If the government admitted in 1913 its obligation to render 
assistance nftera crisis has broken out, the Finance Member 
completed the. admission in 1923 by including preventicm 
^ a part of the responsibility. 

* Commeree, July 88th 1028. 
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But there was scepticism in the hearts of those who 
listened to the defence of the Government. Those among 
them who did not suffer from short memories found the 
promptitude of the Government on this occasion very 
strange with their slovenliness and reluctance in the 
1913-14 crisis. How did the Government detect so quickly 
that the assets of the bank were of sound quality ? They 
reflected that the Bank’s clientele was largely ofitcial and 
European and, perhaps, in India such coimections were a 
special advantage to which Indian enterprise may not 
aspire. Nor did they forget that imdisguised hosti¬ 
lity to and continuous viliflcation of Indian banks on 
the part of European banks and Journals was no mean 
factor in the 1913-14 situation. The Legislative Assembly 
conveyed its appraisal of the situation by a successful vote 
of censure against the Government. 

The situation had changed in several fundamental res¬ 
pects when the Travancore National and Quilon Bank* 
suspended activities in the middle of 1938. Till 1935, the 
Government of India with its direct control of currency 
and its indirect control of qredit through the Imperial Bank 
of India was the one unique authority to deal with emer¬ 
gencies of this kind. In 1935 was created the Reserve Bank 
of India with statutory duties and responsibilities for the 
banking stability of the country. The events of 1938 
revealed the emergence of still another authority, provincial 
governments inclined to make provincial autonomy co¬ 
terminous only with the aggregate welfare of their sub¬ 
jects. A bald statement of the course of events connected 
with the suspension of the Travancore National and Quilon 
Bank should make clear the confusion of guardianships, 
which, however, inevitable, has yet to be resolved in the 
only manner in which it can be resolved, munely, the per¬ 
meation .of one conunon mind in all agencies, i.e., the 
Indian mind. 

The Madras Gbvamment initiated cbnsultatidhs with 
authorities df Uie Reserve Bank 6f India and made siig« 
gestions to #ie Travancore Natitnud end Quilon Bank tOf 

' * ChM pp. ' < t ^ 



•16 MODERN BANKING IN INDIA 

ai^ply “to the Reserve Bank of India, to undertake an 
immediate and thorough investigation, through competent 
officers and accoimtants appointed by them, into the affairs 
of the bank and agree to act according to such advice as 
xnay be tendered as a result of such investigation for the 
continuation, re-organization or liquidation of the bank, 
whichever course is finally suggested.” 

In an appeal to the public to remain calm and refuse to 
be rushed by ill-founded rumours, the Prime Minister in¬ 
formed them that “the Government of Madras are taking 
steps to secure an immediate examination of the accounts 
and affairs of the banks in Madras.” About two months 
later, he felt constrained to issue “ on behalf of the Govern¬ 
ment of Madras” a statement “emphasising the fact that 
the scheduled banks in Madras are in a perfectly sound 
position.” The statement proceeded “Even those banks 
that took help from the Reserve Bank during the recent 
crisis have cleared off all those accounts. Further, the 
local Reserve Bank has sanction to give accommodation to 
these banks, shoxUd such accommodation be ever found 
necessary.” In another significant part of the statement, 
the Prime Minister informed the public that “I am in 
close touch with the Manager of the local Reserve Bank 
branch, and issue this statement as a result of the conver¬ 
sations I had with him.” 

The establishment of co-operation between provincial 
governments and Reserve Bank authorities is a significant 
precedent. It is a proof that even with all its technical 
apparatus and its great resources, moral weight and 
authority such as the Government of Madras supplied on 
this occasion are no mean factor in the successful fulfilment 
of the mission of the Reserve Bank. It is difficult to foresee 
when and in what maxmer the Reserve Bank will win the 
requisite confidence of the banks and especially the large 
public. In the meanwhile, it is a grave quention to con¬ 
sider expr^ion of opinions which caifles ynth 

it no specific responsibilities, in case th? opinion is un¬ 
fortunately disproved by events, is a proper means to meet 
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critical situations. While ** widespread and insistent de¬ 
mand from all over the province that the Madras Govern¬ 
ment should do something to reduce the distress caused 
by the suspension of business” is a natural incidence of 
the growth of democracy and immaturity of the Reserve 
Bank and “congratulatory telegrams and letters from all 
parts of the province expressing great satisfaction with the 
steps taken to restore the general confidence in the banks of 
the province and especially with the steps taken in regard 
to investigation and possible re-construction of the Travan- 
core National and Quilon Bank ” are a signal admission 
of the part which moral prestige played in the termination 
of the crisis, the spokesmanship which the Government 
assumed on this occasion in the place of the Reserve Bank 
may well prove more than a passing development in the 
future. 

It is well to emphasize that it is not a question of mere 
initiative and spokesmanship which we have posed above. 
At some stage, in a crisis like this, questions of judgment 
as well are boimd.to be involved. In an early stage of 
the crisis, the Prime Minister used these significant words. 
“Whatever the statutory limitations of the Reserve Bank 
may be, the Government of Madras will exert their utmost 
infiuence to induce the Reserve Bank to use all its resomces 
tow 2 irds re-construction.” In other words, the Government 
felt themselves sufficiently seized of the situation to indicate 
the lines along which the crisis should be met. Indeed, 
the Government seem to have even overlooked the exis¬ 
tence of another authority which has to be reckoned with 
in such situations, the ordinary law and law-courts of the 
land. When the Courts were actually seized of the matter, 
the Reserve Bank could initiate nothing without their 
consent and co-operation. The Madras High Court, how* 
ever, neatly disposed of the status of the conversations 
which had ensued between the Reserve Baidc and the 
Government in these words, “lam afraid,” said the juc^ie, 
“I do not concur ... in calling the result of the eon- 
versatiohs which have taken place and which are evidencmi 
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by the communique of the Goverzunent and the letters, an 
agreement.” 

While these events were taking place, the Central 
Government practiced a most unaccountable self-efface¬ 
ment. More significantly still, the Government of the State 
in which the bank was domiciled showed no desire or 
movement to save the bank. 

(b) Banking laws contribute to public confidence in two 
ways. In the first place, they strive to insure, if not sound 
management, at least immunity from more fiagrant abuse 
of place and power. Secondly, they aim at mitigating harm 
and distress when ban k s find themselves in difficulties or 
^ have actually to be liquidated. The objective of sound 
^management so far as legislation can secure it will be dis¬ 
cussed in the appropriate section.’'' Here, we shall be 
concerned with the second objective—^the post-mortem 
protection laws may offer to and the confidence they may 
consequently inspire in, banks’ creditors. 

Prote ctio n to credito rs of a bank could take several forms, 
ranging from complete to partial immunity from risks. The 
appropriateness of any form must be judged, not from the 
standpoint of private interests at stake, but in the main on 
the basis of its compatibility with banking conditions in the 
country and its conduciveness to future banking progress. 
Creditors of an individual bank are offered protection not 
because of any special claims they can urge as compared 
with investors in other enterprises. Such protection is only 
Justified by the fact that the failure of one bank is apt to 
Bt in motion forces which endanger the whole banking 
irstem of a country. The failure of a non-banking 
iterprise rarely depreciates, much less destroys so com¬ 
pletely the solid assets of other cognate enterprises.’ 

*016 most obvious form of protection would be a schemfe 
to guarantee the deposits of bankgt ,The liabilities under toch 
a s^eme coulil be kept within numageable limits by several 
precautfcms.- ha tiie first place, it is clear that the scheduled 
banks do not stand in as urgent a need of swdi a sdieme ae 
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those others which are not scheduled and which for a long 
time must remain outside the direct influence of the Reserve 
Bank. The fact of scheduling is itself some evidence of their 
respectability and fair management. On the other hand, the 
main danger to the structure of Indian banking is likely to 
ensue from those banks which are individually small but 
which m the aggregate constitute an important banking 
problem for this country. The compulsory inclusion of these 
banks in such a scheme will go a long way towards intro¬ 
ducing some central control and regulation for these banks, 
and at the same time, limit the liabilities of the scheme. 
In the second place, there can be introduced a progressive 
limitation of the guarantee for deposits of larger size. Such 
limitation of guarantee is justified by the obvious fact that 
well-to-do persons are much better informed about the 
relative merits of different banks and that our futxire pro¬ 
gress in banking depends very largely on the confidence our 
banking system is able to inspire in the small man. So 
limited, it should be easy to build up a sufficient insurance 
limd by compulsory contributions from the included banks 
on some equitable basis. A certain small percentage of the 
working resources suggests itself as a device free from 
odious possibilities. 

The most cogent argument against any scheme of insu¬ 
rance is that the stronger and better managed banks do not 
feel the need of it and tend to look on the contribution as 
an unnecessary tax while the weaker and less responsiUe 
banks find it an encouragement to fiieir incompetent and 
reckless methods and policies. Recent experience in other 
countries has, however, proved that countries with highly 
concentrated banking systems are no less vulnerable to 
panics than those with diffused banking structures. Apart 
from that fact, our proposal for insurance of deposits covers 
as an initial measure only those small banks which are not 
deemed at pres«it as worthy of the status of scheduled 
banks. In the course of time, on account of the operation 
of the banking sections of our amended company law, these 
banks will consist entirely of those which have capital jmd 
revei»<» between'X to 5 kddis. 
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Another form of protection would be to give, in case o f 
Inrolve iic y, statutory priority of repayment to a special clas s 
or dasses of t)anks* creditors . As in the former case, it is 
possible to delimit on a progressive scale the benefit of prio¬ 
rity to smaller deposits. Such priority may be thought of for 
instance in favour of fixed deposits and savings deposits. 
It is true that the loss of the privilege to protect themselves 
by quick withdrawals in case of danger is supposed to be 
counterbalanced if not fully indemnified by the higher rates 
which are offered on such deposits. It is also true that as a 
measure for restoring public confidence it is the practice 
of sound and respectable banks not to insist on their un¬ 
doubted legal rights but to allow withdrawals to the fullest 
extent. But our proposal concerns only the smaller banks 
and the depositors of such banks are apt to be persons who 
require such additional safeguards. Such insurance of 
deposits may result in the additional benefit that these 
banks need not then indulge in highly deleterious com¬ 
petition to attract deposits by the offer of imprudent rates. 
They may sustain some loss on account of falling-off of 
current deposits but as things are at present, their depen¬ 
dence on these deposits is limited. 

Another form of protection would be to throw the respon¬ 
sibility for it on each individual bank b y stipulating the 
building-up of a reserve fund at a certain pace and up to 
a certain prescribed maximum. The special banking section 
of the Indian Company Law of 1936 has incorporated this 
form of protection. Before declaring a dividend a bank¬ 
ing company is required to transfer a sum out of the profits 
equal to not less than 20 per cent, of such profits to its 
reserve fund till the amount of the fimd is equal to the 
paid-up capital of the company. This reserve fund has to 
be invested in Government or trust securities or kept as a 
deposit with any scheduled bank. This protection is Ulusory 
in the case of many small banks which have a record only 
of continuous losses, particularly in Bengal where, as we 
have seen, they tend to be very numerous. In the case o f 
other non.achedul ed.banka. Jt may be an advaptai» to relate 
• ^e maximu m reserve prescribed not to the c apit«,l the 
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average o f their deposit-l iabilities for the three precedi^ 
y^griSuch a stipulation has the obvious justification that 
the reserve fund is largely intended for the protection of 
the depositors of the bank and may ensue in a further 
advantage that the tendency to infiate deposit liabilities out 
of proportion to the size of the bank will receive an auto¬ 
matic check. The irksomeness of the burden could be made 
more acceptable if in the case of new banks, the proportion 
to be abstracted out of profits were prescribed low in the 
initial years and increased progressively to full 20 per cent, 
in the 10th or 20th year. 

It would of course be possible to combine these several 
forms of protection in such a manner as to throw more or 
less burden on the individual bank, a special class or classes 
of creditors and depositors, or on particular groups of banks. 
A distribution of burdens in this manner is likely to make 
such schemes more acceptable to the banking community. 

(c) The Press and Public Opinion—^The presence of a 
responsible and discriminating public opinion is one of the 
most effective safeguards of sound banking. The responsi¬ 
bility of the Press in particular in matters like these which 
are highly technical to appraise and yet which depend in 
such a large measure on the opinion and behaviour of the 
ordinary individual is very grave. In normal times, the 
Press should be able to exercise a constructive infiuence by 
giving well-deserved prominence to whatever is best in the 
banking system of the country and reproving, more by con¬ 
trast than by words, whatever falls short of desired 
standards. In times of crisis and disturbance, the nation has 
a right to look to the press for discriminating self-restraint 
and leadership. The value of these qualities has been for¬ 
cibly illustrated by recent contrasting events in the United 
States and the United Kingdom. It would be difficult to 
underestimate the part which incessant patriotic propa- 
g^da bore in creating a calm confidence in the British 
depositor in the crisis of September 1931. As a cUmax to, 
the bev^ettnent catv^ by a series of political blunders 
and dUscreditable. mianouvertbg for party advantage, the 
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politicians and the press successfully hustled the ignorant 
Britisher into an emotion that the gold standard and the 
British banking system were of the same sacred order as 
the British Navy, Royalty and Empire.* In the banking 
crisis which followed on the heels of England’s abandonment 
of the gold standard, the heterogeneous and less reverent 
press of the United States gave a different account of itself. 
Successive bank-failures were too good sensational news 
not to be exploited to increase the circulation. When there 
were no actual failures to report, dark hints foreshadowing 
failures proved no less serviceable. Only censorship could 
arrest the progress of this reckless, irresponsible and anti¬ 
social activity. 

^/'Ihe creation of a well-informed, accurate and weighty 
public opinion on financial and economic matters is one of 
the most urgent needs of this country. The ultimate basis 
of soimd economic and financial policies must be a public 
opinion of this kind rather than laws and constitutions. 
Some progress has been made with the growth of a few 
financial joimials of general economic interest and a few 
other organs representative of special interests like the 
Indian Textile Journal, the Journal of the Indian Institute 
of Bankers, etc. For the rest, ill-staffed newspapers, 
individual businessmen, economists and chambers of com¬ 
merce etc., are in possession of this field. 

We have already had occasion to notice the power and 
danger of the written or spoken word, well-founded 
or not.t Never were this power and this danger 
better illustrated than in the banking crisis of 1913-14. That 
crisis was preceded and in no small measures caused by the 
prolonged, Anglo-Indian newspaper broadsides to whidi 
Indian joint stock banks were exposed for two or three 
years previously. The lead in this hot onset was taken by 
"Bayard” in the columns of the Commerce which published 
week after week articles from that vitriolic pen, each more 
spiteful and poisonous than the previous. It is true that 
many of the enterprizes criticised by Bayard hardly dese)(^^ 

• riMMeelianini of Bsdhufe, br X A. ‘Todd (Ositwd Vatoonl^i ,ttd'iRd.i ItM 

t Seo'pp. Mil SMt tU. 
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to be called ** banks.” But as one peruses criticism piled 
on critician by that writer, one cannot but recognise the 
deliberate venom i^uted at all ‘Swadeshi* banks as a 
class. 

Lala Hari Kishen Lai was undoubtedly the central object 
of the hottest fire of Bayard. His contemptuous notices of 
the “Napoleon of Punjab Finance” were reinforced by 
the Arya Patrika of Lahore which obliged the public with 
the information that the directors and auditors of the 
Peoples Bank were under obligations to Hari Kishen Lai. 
When the Peoples Bank fell, Lala Hari Kishen Lai ascribed 
the catastrophe with some shadow of justification to the 
agitation of his enemies in the press.* Other victims of 
the incessant ridicule and attacks of Bayard were 
sometimes moved to protest and contradict.t For 
the vindication of his personal reputation, Lala Hari Kishen 
Irfil himself had to wait till the publication of the official 
report of the liquidators. 

The failure of the Travancore National and Quilon Bank 
created in 1938 an equally serious situation in the Madras 
Presidency. The Prime Minister of Madras described 
the situation in these words. “ Consequent on the suspen¬ 
sion of payment by the Travancore National and Quilon 
Bank, the confidence in the banking system has been 
shaken among the people of the city. Everybody is in¬ 
clined, as a result, to cash his deposits in whatever bank 
they may be.” Two months later, despite the efforts of 
his government to restore confidence, he was constrained 
to issue a more direct statement on the subject. “The 
reported activities of some mischievous persons render it 
necessary to issue this statement emphasizing the fact that 
the scheduled banks in Madras are in a perfectly sound 
position.” 

While the existence of the evil itself cannot admit of 
ainy doubt, it is not easy td suggest a remedy which will be 
effective and at the same not unduly restrictive of legiti- 

* Commerce 19th and 94tli September* 1918. 

t Thtti, the managing dheotor of the Popular’ Bank of Hswali>iadi>-** As regards other 
matters* 1 may mMfinUy teh you that either the witter ia mistaiformed or he baa ami|kw 
the pmsonMlty of the Managfag IMreotor. I may assure you that not an iota of whai 
your oorrespoudeut has stated is based on fbets.** 

Commerce, 17th Septeybhjr*198X. 
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mate critician. But while a special law of libel for banks 
nuty not be feasible, it is within the range of the practical 
to make punishments specially deterrent in the ease of 
banks. The same may be suggested for dealing with 
frivolous legal proceedings which are so frequent in this 
country. 

•.•'''(d) While our banks have a right to expect a proper 
responsibility in the expression of opinion from the press 
and individuals, and, should need arise, due protection from 
public authorities, they owe it to the country no less than 
to themselves that they should take every precaution to 
forestall the causes and moderate the effects of serious 
situations. There are three possible sources of embarrass¬ 
ment against which the banks will be wise in arming 
themselves. 

Nothing is less likely to hinder the enduring interests of 
a bank than imdue obscurity and concealment of its affairs. 
Confidence is no doubt slow to grow. But clear and infor¬ 
mative balance sheets are certainly a good means to create 
it. In our analysis of balance sheets, we shall indicate 
several directions in which they could be improved. 
It is true' that the public is as a r\Ue ill-qualified to appre¬ 
ciate the merits of a balance sheet, that an isolated balance 
sheet is like an event in the biography of an individual 
which is understandable only in the light of the past, that 
the public rarely waits to compare and to study, particularly 
when distress and adversity are feared. But this only 
means that banks must endeavour to reach down to the 
level of public intelligence and that efforts must be sus¬ 
tained over long spells of time. 

In this matter of confidence, there are at least three 
parties directly involved, the shareholders of each bank, 
its depositors and the whole community of depositors in 
genecaL Present practice recognises the cUdms for infor¬ 
mation and control only of the shareholders. Yet the 
confidence of the other two classes is in no less degree a 
vital condition of the future progress of banking in this 
country. 
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One recently established bank has already set an example 
by making room on the Board of Directors for a deposit(»a* 
director. In the case of the bigger banks, it may not per¬ 
haps be feasible to give such representation to all depositors 
small and big. But if representation were given to those 
who maintain an average balance above a certain minimum 
and the list were revised every three years, the step sdiould 
go a long way towards enhancement of public confidence. 
It would, however, be unjustifiable to exaggerate the virtue 
of such representation. It is the settled practice of share¬ 
holders to take no interest in their concerns when profits 
are good and to reserve their combativeness and bellicosity 
for tunes of stress and difficulty. There is no reason to 
presume that depositors as scattered through the several 
branches of a bank as ^areholders will be better able to 
discharge their responsibilities. Their representation is 
more likely to be merely symbolic but even symboUsm 
has its special advantages in these spheres of hxunan life. 

It is when we think of the confidence of the public and 
the banking community in the banking system as a whole 
that the problem presents itself in its proper perspective. 
Public confidence can rest only on the impartial opinion 
of some public authority or, in ordinary times, on- the 
belief of the public that their interests are being watched 
by some competent authority. There are only two autho¬ 
rities which we could conceive of in this connection—^the 
government of the country and the Reserve Bank of India. 
The intervention of Government can be, as we have 
already observed, only an emergency and last stage resort. 
In all other circunistances and stages, the power and 
leadership belong naturally to the central bank of the 
cotmtry. Unfortunately, the recent worldwide crisis has 
repealed that central banks as constituted at present are 
incapable of helping themselves or individual banks. The 
crisis proved that the more recently created banks have 
yet to acquire the authority and public confidence which 
are the outcome of slow historical evolution; secondly, that 
tiwir legal powers while suited for ordinary time^ could 
not be quickly adapted for any bold otr heterodox iimovtt*^ 
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tlons; thirdly, that their executive is not qualified to 
assume the full weight of national interests. The creation 
of the Reconstruction Finance Corporation and the Federal 
Deposit Insurance Corporations in the United States, the 
creation of ipecial authorities like the Reich Commissioner 
for Credit in Germany, Inspector of Banks in Italy, etc., 
testify to the loss of initiative by central banks and 
their subordination to Government as an experienced and 
valuable advisor. In the creation and management of 
Exchange Equalisation Funds, the Governments have 
actually undertaken banking functions in which again the 
role of central banks is largely advisory and consultative. 
These developments should warn us against looking to a 
priori principles of central banking and laws based on them 
rather than on expert knowledge and devotion to national 
interests in the executive of the Reserve Bank for the 


future progress of our banking system. The powers of the 
Bank may have to be extended in such wise that it has full 


eans to avert more extreme developments and when they 


bannot be averted, to meet them in an 
E^tficio representation of the Reserve Bank as observer 
on the Boards of Management of the scheduled banks, 
powers to obtain compulsory returns and institute exami¬ 
nations of affairs, the concentration of all banking-audit 
and even other audit in a special department of the Bank 
—^these are some directions in which the present organi¬ 
sation and powers of the Reserve Bank could well be 
yxpanded. 

If the public in this country has yet to learn to look on 
our banks as national institutions, the banks on their part 
owe it to the country no less than to themselves that they 
should avoid all communal or sectarian affiliations. Bitter 
experience has proved again and again that in the cowse 
of these conflicts no institution escapes their ravages« &e 
contending parties carry their war sooner or later into 
every institution which is or is believed to be a strong¬ 
hold of the opposing parties. By their very nature, the 
clientele of banks, whether depositors or bonowers, is very 
cosmopolitan which makes their position delicate and 
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vulnerable. A run on a bank by any large section of its 
creditors must develop sooner or later into a general run 
in which other people who are in no way interested in 
the conflicts and indeed the sectzirian supporters of the 
banks even participate. Sinister warnings on this point 
are not lacking in the history of certain institutions 
and even banking furnishes certain examples. A close 
connection between British political power and British 
commercial enterprise is a postulate of Indian attitude on 
many economic questions and in banking, the opinion held 
about the past policies of the Imperial Bank or about the 
real motive behind the prompt assistance given to the 
Alliance Bank of Simla illustrates the point. Several other 
examples of the same kind have been already met with 
in our account of the history of Indian banks or the 
history of bank failures. 

Low Level of Incomes 

No other single cause is more responsible for the slow 
growth of the banking habit than the general poverty 
of the people. Figures relating to the number of assessees 
to Income-tax and the average size of the incomes, the 
number of depositors in postal savings banks and the 
average deposit per head, etc., testify amply to the narrow 
basis on which the banking habit has to be reared. The 
extension of branches, it has been already recorded, has 
caused a progressive decline in the average volume of 
resoiurces available per branch. In other words, every 
advance in the creation of banking facilities must in future 
be secured in spite of a progressive decline in the income- 
level of depositors. It is indeed a common experience even 
now that many people, high in educational or social status 
have to forego the pride or convenience of a bank-account 
because of sheer inability to maintain a decent balance at 
the bank. 

The banks on their part cannot claim that they have 
reached a proper balance betwera income-levels in Ihia 
country and their conditions for opening accoimts or givhig 
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duurg&-£ree use of banking services. In prescribing a 
minimum initial deposit, banks aim at assuring at certain 
financial status in their depositors. In stipulating the 
maintenance of a certain minimum average balance, they 
aim at securing payment for the costs of banking business 
and some margin of profit. It seems that these conditions 
tend to be onerous for most incomes in this country. Many 
important banks require as high an initial deposit as 
Rs. 300 to 500. Some banks which require an initial deposit 
of Rs. 300 or more expect a credit balance of no more than 
Rs. lOO to be maintained in the course of the relationship. 
These figures appear unduly high when compared with 
certain stray evidence of the average size of accounts in 
this country. It is likely that even for the bigger banks 
the average volume of balance per current account is no 
more than Rs. 1,000 at the most. From the experience of 
other countries, particularly the United States, it may be 
presumed that the bulk of current deposits of a bank is 
made up by a few big accounts while the greater number 
of current-accounts consists of small and even unprofitable 
accounts. 

Statistics relating to postal savings bank deposits may 
be helpful in fixing the range of our estimates on this 
subject. The postal savings bank deposit per head moved 
in the neighbourhood of Rs. 120 till 1920 and with the 
growth of wealth in recent years, the figure has improved 
to Rs. 190 in the last few years. If these savings were esti¬ 
mated to cover a period of life of ten years on the average, 
it gives us annual contribution of about Rs. 20 in roimd 
figures. Even if these 42 lakhs and odd account holders 
were assumed to save only 5 per cent, of their incomes 
in this manner, this should mean an annual income or 
expenditure per family of about Rs. 400. It is probgble 
that postal savings bank depositors are drawn from much 
poorer strata of society than those on which our banking 
system must rely for the Supply of its resources. Never¬ 
theless, these figures illustrate the narrow basis of banking 
in this country and the need of revising some of our 
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banking practices in harmony with our economic en* 
vironment.* 


Of course, banks as profit-earning concerns cannot ap¬ 
proach the subject fron\ the side of income-levels alone. 
They have perforce to take into account the profitability 
of each individual relationship. The direct profitability of 
an account must vary according to'^its average size from 
year to year, the number of cheques drawn on it on the 
average i.c., its activity, and the cost of handling each 
cheque. It is clear that reliable estimates of these factors 
involve elaborate and painstaking accounting analysis. It 
has been estimated in the United States, for example, that 
the cost of handling a cheque works out on the average 
at 3 cents. It would be strange if in India this cost is 
above 1 anna per cheque. If an average balance of Rs. 100 
in an account earns for a bank 2 per cent, per annum, 
it might mean loss to the bank if more than 32 cheques 
per annum or more than three cheques per month were 
allowed to be drawn on it free of charge. Of course, for 
a final estimate of the profitability of an accoimt, other 
incidental advantages like loans borrowed by the customer, 
his safe custody business, his advertisement value, etc., 
have also to be taken into account. The fact that as high 
a percentage as 57 of the total accoimts in the United 
States is reported to be unprofitable to the banks proves 
the extent to which banking facilities may be based on 
considerations other than direct profit. It may be per- 

* Central Bank of India. 

Number of current Current and Fixed Average Current 
Accounts. D^sits (lakhs) and fixed deposit 

per current Account, 

1014 December ... 1,500 80 Rs. 1,000 

1015 June ... 1,700 48 „ 2,800 

1015 December ... 2,000 50 „ 2,500 

In 1012, more than 2/8rds of total deposit llabiUties were accounted forlby fixed de¬ 
posits—the average volume per account of which is generally smaller than in the case of 
current accounts and the bulk is made up by many small accounts. By 1021, fixed and 
saving deposits fell to about half of total deposit liabilities. 

Imperial Bank. Current Accounts. 

(Branches in C. P. and Berar) 

Number Total (000) Average per Account. 

December 1025 ... 1,584 8,881 2,100 

„ 1020 ... 8,100 5,158 2,800 

Of 80,000 and odd British creditors of the Travancm National and QuUon Bank, 
80,000 and more were reported to be for Rs. 50 and under. Presumably, most of thes e 
aooouids were fixed deposits. Tim aggregate liabiUties, fixed and eutraaV amounted to 
Be, 842 lakhs. Assuming that the bulk of current deposita had been withdrawn by tbh t 
date, this works out at Rs. 800 per ncoount for fixed deposits. 
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haps feasible tor Indian banks to frame schedules of 
the numiber of cheques they are prepared to allow free 
of charge for accounts of varying sizes and to make a 
service charge for any excess above the minimum num¬ 
ber. The present insistence on a large initial deposit 
seems to be out of harmony with the economic conditions 
of a coimtry in which gazetted officers of Government start 
with salaries of less than Rs. 200 and in a few cases with 
Rs. 300 to Rs. 400. The changes suggested above must be 
preceded by scientific inquiries and should, when effected, 
go a long way tow 2 irds attracting smaller folk into the 
banking system. 

Ignorance and Illiteracy 

Illiteracy and absence of education in general cannot but 
be grave obstacles to the growth of economic habits and 
modes of business which pre-suppose ability to write and 
affix signature to cheques, follow the purport of rules, 
documents, etc. It is, however, possible to exaggerate the 
significance of these obstacles to the spread of the banking 
habit. The illiteracy and ignorance which are relevant 
to this problem are the illiteracy and ignorance of those 
only who reach the minimum income-level pre-supposed 
in a bank-accoimt. Considered in this light, it is very 
doubtful whether the obstacle really operates in the case 
of more than an insignificant fraction of those who can 
afford to have a bank account. The assessees to the 
incon^tax which covers all non-agricultural incomes did 
not exceed 700 thousand in the year 1935-36 when the 
minimum assessable was Rs. 1,000. The number of persons 
who live primarily on rent of agricultural land was re¬ 
turned by the last census at 32^ lakhs only.* If the 
Travancore National and Quilon Bank were taken to 
represent average banking conditions in 1937 and Rs. 1,000 
were taken as the mean size of deposits for all depositors 
of the Indian Banking system, the aggregate number of 
depositors would not exceed 30 lakhs in that year. This 
number may be compared with the number of account- 

* i.e* “wwfkcw** only. 
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holders in .the postal savings banks which ran into about 
35 lakhs in the most recent retium. The number of lite¬ 
rates themselves was returned in 1931 at 281 lakhs for 
both males and females. These figures and the general 
experience that illiteracy and poverty are as a rule inse¬ 
parable twins indicate that these particular obstacles are 
much overstated. Nevertheless, since every effort m tat 
be made to build up the banking habit, the e xtension of 
tjie use of vernaenlars for al l banking piirpns^g deSSrwg 
to be. atte mpted in all 

II 

BANKING LAWS 

The causes inspiring banking legislation vary according 
to the history and circumstances of each coxmtry. Much of 
the legislation in the United States, and, to a limited extent 
in England, was motivated by a desire to regulate and assure 
the redeemability of note-issues. With the assiunption of 
the note-issue by the government in 1861, such a cause for 
banking legislation ceased to exist in India. The monetary 
and exchange difficulties of the post 1920 era induced many 
countries, new and old, to imdertake banking legislation 
bearing chiefly on the powers and functions of central banks. 
It was not till the Great Depression and banking crisis of 
1929-33 that the law was invoked almost everywhere and on 
a sweeping scale as a remedy for almost every conceivable 
banking ill. 

The desire for banking legislation in India is to be traced 
to the one great banking crisis which this country faced in 
1913-14. The objective aimed at has been the prote ction 
of the pub lic °fT°infit oiim_i|cpi«)T-ance. prot ection agauis? 
t he ignorance or dishonesty of those who float or manas 
banks and finally the protection of Indian banking genera 
against powerful foreign competition . The enactment of 
the Reserve Bank Act was due, as we have recorded, to tiie 
anxiety of British commercial and politfoal interests to 
remove monetary and currency questions beyond the readi 
of Indian political influence. 

* The miolmmii Ibr eHemnent to inoome-tex Hraio li Re. ^000 per enimm 

end In that year the aj e e wft were 879 tboofland 
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Form of Legislation 

The ends of banking legislation have been secured in 
different ways in different countries. Some countries have 
preferred to introduce special clauses bearing on banks in 
their general law relating to joint-stock enterprize. Others 
have promulgated special banking laws. A few have 
special laws which include in their purview not merely 
banks but other allied and cognate concerns as well. 

Till 1936, India had no banking legislation of any kind. 
Banks like other concerns had to conform to the general 
requirements of Indian company laws. The Act of 1936 
made the first and a very significant departure. Part X-A 
was devoted exclusively to banks and was meant to be 
merely a precursor of a special law on the whole subject. 

The first effort at legislation on the subject of joint stock 
enterprise in general was the Joint Stock Companies Act 
of 1850. This Act made members of a company registered 
under the Act liable for the debts of the company in 
proportion to their holdings. The law conferred on com¬ 
panies legal personality, prescribed for them audited 
balance-sheets and profit and loss accoimts and made 
provision for their winding-up. The Act of 1857 created 
limited liability for all companies except those for banking 
and insurance. The Act of 1860 removed the exceptions. 
These various enactments were later consolidated into one 
statute—the Companies Act of 1866. Although amendments 
were made now and then e.g. in 1892, a reconstruction of the 
statute was executed only in 1913. The law which governs 
this subject at present is the great enactment of 1936, the 
Indian Companies (Amendment) Act 1936. 
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Law Relating to Balance-Sheets of Banks* 

In the present era of joint-stock enterprise, the legally 
enforced publication of balance sheets is no doubt the 
greatest safeguard against flagranti types of financial 
dishonesty or incompetence. From 1866 onwards, the laws 
relating to joint-stock enterprise have endeavoured to make 
this safeguard as strict and effective as possible. Unfortu¬ 
nately, from the standpoint of banks, these efforts have 
laboured under a grave drawback. The Indian Company 
Law has always adhered to one general form of balance- 
sheet to which all companies are expected to conform. Any 
special provisions for banks as such have been incidental 

* A Specimen Balance-Sheet. 

As^ts: 

Cash Credits and Demand Advances:—(7) 
Loan.s:— 

Bills Discotmted and Purchased:— 
Particulars required by Act VII of 1918:— 

(i) Debts good and fully secured; 
(in which Director is concerned) 
(Total masdmum balances in 
the year) 

(ii) Debts good and secured by 
liability of other persons. 

(bills oiscounted) 

(due from joint stock co., with 
agent’s guarantee, a bank 
director being concerned) 

(iii) Debts good but secure by 
debtor’s liability; 

(iv) , (v), (vi), (vii) Debts doubtfbl, 
bad, to directors personally, 
due from other officers, etc. 

Landed Property below cost;— 
Investments at or below market rates 

Bullion, Government security. Im¬ 
provement Trust and Municipal 
bonds, joint-stock company deben¬ 
tures and shares; 

Government of India Treasury Bills:— 
Cash in hand and at Bankers in Current 
Account:— 


(1) It is rarely the practice of Indian banks to maintain a part as uncalled reserve 
liability to be called up in case of liquidation as ih Engaind. 

(2) This is a reserve against those liabilities which may materialise after the preparation 
of the balance-sheet, e.g. re. bills discounted,, guarantees; unfinished contraots; 
pending actions. 

(8) The usual period for fixed deposits is 1 year I * Short deposits ’ are a fSeature of 
financial centres like l^mbay and Calcutta. 

(4) Contingency AccountsThese are hidden reserves, provision for bad and doubtfhl 

debts, depreciation of. investments, and many other 
unknown items. 

(5) Rebate is allowance made fbr discount received but not earned since the maturity 
of the bills concerned extends beyond the date of closing the balance sheet., 

(6) These are liabilities which are contingent on the happening of events which may or 
may not happen e.g., as regards bills discounted; guarantees, unfinished contraots, 
actions in court etc, 

(7) A cash credit Is fixed as a maximum against promissory notes, two sureties, hypo- 
thecatlott of stocks. Interest is charged only on the amount actually used but 
interest on a minimum balance has to 1^ paid. The facility is teminahle at any time. 
Demand advances sic siso rspayable stt imT time but as a rule notice is given. 


Liabilities: 


Authorised, Issued and Subscribed Capital 

Paid-up Capital:—(1) 

Reserve Fund;— 

Reserve for (Contingen¬ 
cies;— (2) 

Deposits:— 

Fixed, Short and Savings 
Bank:—(8) 

Current and Contingency 
Accounts:—(4) 

Rebate on Bills Discounted 
and 'Treasury bills, 
notes due:—(5) 

Profit and Loss Account: -- 

(i) Balance from last year ;— 

(ii) Profit from the current 

year;— 

(iii) Less income-tax, etc.:— 

Contingent Liabilities;—(6) 
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rather than conceived on a comprehensive and well-laid ^ 
plan. This has meant a good deal of imdesirable latitude 
and a good deal of unnecessary obscurity. The construction- 1 
of a special form of balance-sheet for banks is one of I 
most urgently needed reforms.^ 

The Indian Companies Act 1866 required banks and other 
cognate concerns on a limited basis to publish, in a sum¬ 
mary form, statements of their assets and liabilities twice a 
year. Except for inconsequential alterations of dates, the 
form of 1866 has been rigidly adhered to in all subsequent 
acts and amendments.* As avowed summaries, they have 
significance only in the light of the balance-sheets of which 
they are the forerunners or successors. 

T^e Act of 1866 required that a balance-sheet of 
Ihe property and liabilities of the company should be 
made outf once at least in every year. The Act of 1913 
amplified the object of the summary which must give 
particulars so as to disclose the general nature of the 
liabilities and assets and how the value of the fixed assets 
has been arrived at.j: 

The Act of 1936 made no alterations in the above stated 
particulars. But it made one important addition. When a 
company holds shares of a subsidiary company, the balance- 
sheet of the holding company must contain as an annexture 
the last audited balance-sheet, profit and loss accotmt and 
auditor’s report of the subsidiary company or companies 
as well. 

In the case of institutions like banks whose business is 
much infiuenced by the course of the seasons, the time of 
publication of the balance-sheets is obviously a very im¬ 
portant matter. Unfortunately, there is no uniformity of 
practice on this point yet. Most Indian joint stock banks 
publish their balance-sheets as at the end of June and 
December. But there are some exceptions. The Union Bank 
of India and after its afiUiation to the P. & O. Banking 

* Aet of 1866~-«« on lit day of Janoafy or July, to be publidied on l«t Monday in Fc>l^> 
mary and let Monday In August. 

Act on 81st day of Deoember or .80tb of Juno-^to be puMiAed on 1st Monday 

In February and let Monday in August. 

Aet 1886 —same as 1918*A. 

t Aet 1866. S. 48. 

t Galloway T.Sdim andCk)., 1818,8101884and 1837,88Bean.L.am 
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Corporation, the Allahabad Bank of India prefer to state 
their accounts as on 31st day of March. Apart from the 
difficulties of compiling a general statement for Indian banks 
as such, there is also the danger that such divergences of 
practice may encourage window dressing by means of 
temporary transfers of cash deposits to needy banks. 

There is also a good deal of varying practice about the 
publication of profit and loss accotmts. Many Indian banks 
e.g., Bank of India, Allahabad Bank, Bank of Baroda, Bank 
of Mysore, the Central Bank of India, etc., publish along 
with their December balance-sheets yearly accounts of 
profit and loss. But the Indian Bank and the Punjab 
National Bank publish only half-yearly accounts at a time. 
The Imperial Bank adhered to the latter practice till 1933. 
From that year, it began to publish its aggregate yearly 
profits but they are stated unlike other banks as from Jime 
to June. 

The Table A to the Act of 1866 prescribed the form of 
balance-sheet which companies were required to conform 
to as near as circumstances admitted. It is noteworthy that 
while in England the form was omitted in the subsequent 
Act of 1908, our Act of 1913 continued to adhere to the form 
with certain amplifications. These amplifications deserve 
to be noted as bringing out the limitations of the law as it 
existed before 1913. 

, Capital.—^The Indian Company Act 1866 required a state¬ 
ment of the number of shares and the amount paid per 
share. The 1913 Act changed this to a statement per share 
and in the aggregate, of the authorised, issued, subscribed 
and paid-up capital under each separate head. The change 
was useful not merely as enabling an easier understanding 
of the owned resources of the company and resources which 
could be evoked at a short notice but served also as a con- 
stot reminder of the proportions which the three magni¬ 
tudes bore to each other and therefore as a check on 
irresponsible or fraudulent devices tnemit to impress public 
ignorance with mere paper figures. 
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The amendment of 1936 distinguishes between various 
classes of capital. Shares issued as fully>paid-up but with¬ 
out receiving any cash for them have to be stated 
separately from those for which cash payments are to be 
realised. Under the head “calls unpaid” the amount due 
from the managing agents has to be separated from dues to 
be realised from others. 

Reserve Funds.—^The Indian Company Act 1866 had only 
one head—Reserve Fund. It was explained as showing the 
amount set aside from profits to meet contingencies. The 
1913 successor adds several other funds to what it then 
described as “Reserve Fund or Development Funds.” 
These new funds were—any sinking fund, any other fund 
created out of net profits. 

This head again has revealed a good deal of divergent 
practice in balance-sheets. The Punjab National Bank, for 
example, states separately Funds for Contingencies and 
Funds against Depreciation of investments. The Indian 
Bank follows the same practice. Other banks find need 
for other ingenuities. 

Debts and Liabilities.—^The Indian Company Act 1866 had 
an omnibus head “Debts and Liabilities” to show firstly, 
amounts of loans or debenture bonds and secondly, amotmt 
of debts owing by the company distinguished under several 
specific and one miscellaneous sub-head. The fixed and 
other deposits of banks fell naturally under the last 
miscellaneous sub-head which called for no details. 

The amendment of 1913 split the second part of the 
onmibus “Debts and Liabilities” mentioned above into 
several independent heads with slight changes of description. 
The most significant change was the creation of two new 
independent heads namely loans otherwise secured (stating 
the nature of security) and loans unsecured which now took 
the place of the last miscellaneous sub-head mentioned 
above. The head “unsecured loans” now covered the 
deposits of banks. Again no specific details were prescribed 
by the Act. 
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The 1936 Act specifies several details under the head 
Loans (a) secured and (b) unsecured. Under the latter head 
occur the important items—^loans from banks, fixed deposits, 
short-term loans, liabilities to subsidiary companies, etc. 

The balance-sheets of Indian Banks do not observe any 
uniform practice regarding deposits. The Imperial Bank of 
India and among the smaller banks, the Indian Bank and 
the Union Bank of India do not separate fixed and current 
deposits. Those banks which separate them act presumably 
on no uniform definition of fixed deposits or “ short ” 
deposits. 

Again, banks which state currents and fixed deposits 
separately are not agreed on the status of saving deposits. 
The Allahabad Bank and Bank of Mysore have adopted the 
sensible course of stating their savings deposits imder an 
independent head. In view of the rapid growth of these 
deposits in recent years, this practice is to be much com¬ 
mended. Alone among important banks, the Bank of India 
follows the less objectionable course of putting savings 
deposits together with fixed deposits. The Central Bank 
and the Bank of Baroda lump them with current accounts. 
The undesirability of such varying practices is thrown into 
bold relief by the behaviour of the Punjab National Bank 
on this point. Till 1936, savings accoxmts were combined 
with current accoimts. For unexplained reasons, they were 
thereafter placed with fixed deposits. 

So long as savings deposits formed but an insignificant 
part of a bank’s borrowed resources, this variety of practice 
could not cause much misinterpretation of the situation of 
any bank. But as the figures relating to the Allahabad Bank 
and Mysore Bank suggest, their importance has grown 
strikingly in recent years.* Indeed, this development is 
not exceptional to India but has been observed in many 
other countries like the United States, etc. It must conduce 
to greater clarity and more accurate interpretation if all 
banks followed the practice of these two banks. In the 

• :i^. 18.15! 906; 917; Talilet XXI, XXH. XXV, XXVI 
Q Mlnutei of Bvldeiioe» XtUton-lToung Commission* 
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alternative, a uniform procedure of combining them with 
fixed deposits is to be preferred as being more logical 

The changes in the other heads of the 1866 Act, namely, 
Profit and Loss, Contingent Liabilities and creation of a 
new head Advanced Payments and Unexpired Discount do 
not need any special comment. 

Property held by Company .—"We may now turn to the 
assets side. The first head imder the Act of 1866 is “pro¬ 
perty held by company,” which is distinguished as immov¬ 
able property and movable property. The cost was to be 
stated within deductions for deterioration in value as 
charged to the reserve fund or profit and loss. The 1913 
Act drops the distinction between movable and immovable 
property, combining the two as “ Fixed capital expenditure.” 
The Act of 1936 added a significant clause that once sums 
have been written off on a reduction of capital or revalua¬ 
tion of assets, subsequent balance-sheets must show the 
reduced figures. 

Book-Debts .—A very important head in the Act of 1866 
was “ debts owing to the company ” corresponding to the 
head “ book-debts ” in the Act of 1913. 

The Act of 1866 distinguished first “ debts considered good 
for which the company hold bills or other secxirities.” In 
the Bank of Burma case, Mr. Justice Twomey explained the 
wide significance of the clause as it stood in the Act. The 
sole pro-note of the debtor was enough to make the debt 
one with security to support it. It did not matter if the 
security, when there was any, was grossly inadequate—^the 
Act did not require full security to justify inclusion imder 
this head. No line was drawn between good and bad 
security and even when the security depreciated, the debt 
may be still classed under this head as a secured debt. True, 
reputable accountants developed a practice of classing under 
this head only those debts or those portions of debts which 
were fully secured. But the Act itself did not lead to such 
a construction. 

The Indian Company Act of 1913 terminated this vague¬ 
ness. In the case of a bank, it distinguished those debts for 
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which it is fully secured from those which are good but for 
which the bank holds no security other than the debtors* 
personal seciurity. 

The next head under the Act of 1866 was debts considered 
good for which the company had no security. The Act of 
1913 continues this head of “ good debts.” The definition 
of a good debt is obviously a difficult point. In the case cited 
above, the judge described it as a business term to be 
interpreted in the light of relevant business standards and 
declined to lay down any definition of his own., 

The third sub-head under the Act of 1866 was “debts 
considered bad and doubtful.” 

This head was a natural embarrassment to banks. 
Acknowledgment of debts of this kind was inevitably looked 
on as an invitation to suspicion and loss of confidence. 
Bankers and auditors all over the country developed 
practices according to which these debts were placed in the 
class ‘good debts’ on condition that a secret reserve or con¬ 
tingent fimd was created on the liabilities side to the full 
amoimt of the debts. As was emphasised in the Bank of 
Burma case cited above, absence of a reserve meant that the 
debt must be specifically shown under the bad and doubtful 
category either to the full extent or to the extent of the 
difference between the amount of the debt and the amount 
of the provision against it. 

Although no dishonesty could be imputed to such a 
practice, it was certainly not a strict and correct compliance 
with the law. The Act of 1913 retained this sub¬ 
head in its original form F, adding the sdgdificant 
words “ in all cases,” i.c. in the case of all companies includ¬ 
ing a bank. In the Central Bank of India case (1927), Ihe 
question of interpretation was disposed of in the only valid 
manner possible. “ Book-debts ” can only mean debts owing 
to the company and so shown in the books of the company. 
Unless a debt was actually written off, it should have its 
proper place on the assets side. The fact that chances of 
recovery were non-existent or that a reserve was held in 
hand against it could not make it less of a d^t. 
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The Act of 1913 had added in this connection one more 
obligation on the liabilities side which found no place in the 
Act of 1866. There occurred the head “ Provision for Bad 
and Doubtful Debts” which again made it necessary that 
when the reserve was invoked to meet such debts, the 
amount should be revealed imder this head and not hidden 
from the public eye. 

After the decision in the Central Bank case, a notification 
of 1927 gave legal status to the practice of bankers and 
auditors described above. Banks were now relieved of the 
embarrassment of the sub-head, “Provision for Bad and 
Doubtful Debts,” on the liability side altogether and on the 
assets side they were not required to state their bad and 
doubtful debts when provision was made against them to 
the satisfaction of the auditors. It is clear that the amend¬ 
ment throws an unambiguous duty on the auditors to 
assure themselves that all bad and doubtful debts which do 
not appear in the balance-sheet are reserved against. 

The Act of 1936 cancelled the notification of 1927. Doubt¬ 
ful and bad debts were to be so shown and “Provision for 
Bad and Doubtful Debts” reappeared once more on the 
assets side. But this change appears to have been due to 
mere inadvertence. Early in 1937, the Governor-General- 
in-Council directed that alterations be made in Form F in 
the III Schedule of the Company Act restoring the notifi¬ 
cation of 1927. In the Column headed “ Capital and 
Liabilities,” banks were relieved of the necessity of showing 
“ Provision for Bad and Doubtful Debts ” and in the Coltunn 
“Property and Assets” the sub-head “Book Debts” was 
qualified with the addition of the words and brackets 
“ (Other than Bad and Doubtful Debts of a Bank for which 
Provision has been made to the Satisfaction of the 
Auditors.”) 

The last sub-head is “Debts due by Directors and other 
Ofiicers etc.” The Act of 1866 had a head which ran “ Any 
debt due from a director or other officer of the company to 
be separately stated.” In order to include debts held by 
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these parties conjointly with others, the 1913 Act adopted 
the more comprehensive description. Under the old sub¬ 
head, each individual name and amount were required to be 
disclosed. But it is not clear whether the new Act pre¬ 
sumes a continuation of the old practice or requires only 
the total amounts of such debts. 

Cash and Investments.—^With regard to investments, the 
1866 Act required a statement merely of their nature and 
rate of interest. The 1913 Act separated the two heads 
“ Cash ” and “ Investments ” and with regard to the latter 
required that the mode of valuation e.g., whether at cost or 
market value should be stated. The Interest on Invest¬ 
ments was placed under a separate head of its own. 

The 1936 Act requires details under the head Invest¬ 
ments. Government or trust securities, investments in 
shares, debentures and bonds, investments in scrips of 
subsidiary companies, investments in immovable properties 
have to be separately distinguished. 

. The treatment of “ Cash ” varies in actual practice from 
bank to bank. Some banks e.g. the Allahabad Bank include 
call-money under Cash. The Central Bank and the Bank 
of Baroda state call-money separately. The Punjab National 
Bank includes under Cash drafts in hand as well. It is 
obvious that the last named practice tends to inflate 
unnecessarily both the cash and deposits of the aggregate 
banking system. With less scrupulous banks, the practice 
may lead to more dangerous consequence. In the case of 
the Travancore National and Quilon Bank, it was found 
that “ entries in bank accoimts were manipulated at the end 
of the financial year by drawing bogus cheques and then 
reversing them at the beginning of the next year evidently 
with the object of concealing the real financial condition of 
the bank and to make it appear in the balance-sheet that 
the Bank was earning a profit.” 

Advances: Bills of Exchange.—^The 1913 Act created these 
two new heads which had no place under the former Act. 

Under Advances, the 1936 Act distinguishes loans givep 
to subsidiary companies and loans to directors, and managers. 
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Most Indian joint stock banks state separately Cadi 
Credits, Demand Advances and Overdrafts on the one hand 
and loans on the other. But the Punjab National Bank and 
the Indian Bank put these items under one omnibus head. 
The Union Bank which followed the former practice till 
1936 began to lump the items together thereafter. 

Interest Accrued on Investment.—^The inclusion of a sum 
which was never paid and was never likely to be paid 
amounts to a false statement involving criminal liability. 
It has been held however that a bank is entitled as a matter 
of course “to reckon as profit the unpaid interest on any 
debt which is honestly considered to be a good debt.”* 
In another case of this kind it was laid down that to justify 
payment out of profits of this kind, the directors should have 
satisfied themselves that the debtor “ is a man whose liability 
is as good as cash.” 

Profit and Loss Account.—-Banks in India differ very much 
in the amount of information they give in their Profit and 
Loss Accounts. The Bank of India, Bank of Baroda, Bank 
of Mysore, Union Bank and the Imperial Bank of India give 
only their gross profits i.e., the difference between their 
aggregate earnings and interest paid by them to depositors, 
etc. The Allahabad Bank, Indian Bank, the Punjab National 
Bank, etc., state both the aggregate earnings and the interest 
paid. All banks give of course their expenses and their net 
profits. The items of expenditure are not however arranged 
on the same plan—although fortunately the important item 
“salaries” is invariably stated separately. Alone among 
the leading banks, the Central Bank of India gives, in addi¬ 
tion to all this information, the interest paid on fixed and 
current deposits separately. For the earlier years, it used 
to supply the aggregate number of its account-holders. It is 
clear that a standardization of this information will be a great 
aid to the understanding of the economy, efficiency and 
general tendencies both of individual banks and the banking 
system as a whole. 

* 1980, U« Ind. Cm. 009 (and) re. KkMU Bank. 
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ham telalliig to Officefs ol Baalai 

> The law holds directors and officers of a company 
criminally liable for false statements under three conditions. 
In the first place, the statement must be false in some 
material particular. Secondly, the statement should have 
occurred in one of the documents like balance-sheet, pros¬ 
pectus, etc., required for the purposes of the Indian Com¬ 
pany Law. Finally, the statement should have been made 
wilfully, knowing it to be false.* 

The falsity of a document may lie in its general tenour, 
although no specific statement in it is false. When mere 
technical point or points regarding correct or incorrect 
accounting are involved, no wilful dishonesty can be imputed 
to the statements. 

The civil liability of officers of a company is fixed by 
Section 235 of Act 1866, Act 1913 and Act 1936. Officers of a 
company are made answerable for misfeasance or breach 
of trust which includes breach of duty whether as an act 
of commission or ommission. The misfeasance need not be 
a fraud i.e. involve moral censure. To fall tmder this 
section, the misfeasance or breach of duty must result in 
pecuniary loss and the applicant must have a direct 
pecuniary interest in the success of the application. For 
purposes of this section, an auditor appointed by a general 
meeting of the shareholders is an officer in the company. 

Innocent mistakes or mistakes of judgment even though 
they may be so gross as to appear absurd and ridiculom 
involve no liability. To make officers liable, the impru¬ 
dence must amount to gross negligence i.e. absence of care 
such as a reasonable man might take and not absence of 
all possible care. Non-attendance at board meetings would 
not necessarily be negligence. By section 86 F of 1936 Act, 
absence, deliberate and without the leave of dired:ors from 
thi«e consecutive meetinfi^ or for a period of 3 monthi^ 
whichever is lon^, is redroned anmng eausbs requiring tiie 
vacating of director's office. The directors are justified ih 

• 1918» 89 1. C. 482 (L. Bur.) tt. Bank of BdfiM 
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trusting the accredited officers of the cran^wny but not to 
the exclusion of the exercise of their own judgment. 

A few decided cases should illustrate the Wfaid of causes 
which might raise the issue of liability with special refer¬ 
ence to banking. In the Union Bank case,* it was held that 
“ acting blindfold ” putting “ blind faith ” in the ability of 
a manager, “ submitting their judgment to the disposal of a 
manager ’* made directors liable. Further, a distinction was 
drawn between banking and other business. In other 
business, to keep a watch and check on a fluctuating stock 
of goods like yam was impracticable. But the directors of 
a bank could and should see that bank funds are not offered 
to worthless debtors. In the Sholapiir Bank case,* the 
directors who exercised no supervision or control over the 
managing agents were held recklessly careless and grosdy 
negligent. The 1913 Act permitted articles which could 
indemnify directors against any loss or damage except that 
caused by their dishonesty. But, in this case, such articles 
though enacted did not avail them. An overdraft to a 
customer does not ordinarily make directors liable for loss. 
But if a part of the overdraft is received by the directors 
as creditors of the customers, they must refund it. Directors, 
it has been suggested, must inform themselves of the pur¬ 
pose before they sign cheques. To continue to carry on 
business and incur debts when there is no reasonable 
prospect of the creditor ever receiving repayment has been 
suggested as proof of an intent to defraud. The application 
of such principle means in regard to receipt of deposits, 
etc., obvious difficulties for officers of banks which are on 
the decline but not quite despaired of. 

The 1913 Act had also enacted that the Indian Limitation 
Act applied to applications made under this section. In 
actual practice, the widest divergence of opinion prevailed 
as to the date from which the limitation began to run. The 
date of liquidation date of misfeasance or, as in the case of 
Bombay, date of the first ascertainment of the loss by the 
company were taken as the point from which the limitation 
began to run. and the period was variously two years, tluree 

• ini, «r AU 6W. 1M», M Bom. 8M. 
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years or six years (Bombay) under difiterent sections of 
the Act. The Act of 1936 terminated the confusion by 
prescribing ? years which should run from the date of 
appointment of liquidator or misfeasance, whichever gives 
the longer period. 

'^No single cause has been more responsible for the diffi¬ 
culties of banks in India than the diidionesty or incom¬ 
petency of their management, particularly the directors. 
Yet, no cause is more intractable to human remedy. The 
law can be of use here only in a post-ntortem manner. 
The fact is that the qualifications to be sought in directors 
are of such a diverse character that any legal definitions 
or disqualifications are impracticable. General or adminis¬ 
trative experience, technical ability, ability to introduce 
business, local knowledge or infiuence, control over other 
businesses—-these are some of the qualities which open the 
way to directorship. Yet, there can be little doubt that much 
less worthy qualifications play too often & decisive part in 
the selections. Concentration of power in a few hands or 
narrow social groups and cliques, interlocking of interests 
to a dangerous extent, predominence of old age or the 
hereditary principle, these are some of the crying evils of 
company management even in most advanced coimtries 
like England. Unfortimately, while it is easy to state the 
evils, it is not easy to suggest remedies. The vigilance of 
shareholders, which in practice is only a cotmsel of per¬ 
fection, high standard of business morality and public 
character which are always slow to take root and grow 
particularly in a confused and heterogeneous soil like that 
of India these are the only ultimate basis of our so called 
financial democracy of joint stock enterprise. In the mean¬ 
while, it may be feasible to give the Reserve Bank ex-officio 
r^res^taticm <« the boards of scheduled and certain 
non-scheduled banks as a guardian of public interests 
without the rf^t to vote. 

Till 1913, no ^Ualiflchtio^ requi^ of persons who 
acted as .hudfto^ The o^ 'tKfiS fc^'ffie first time pr^ 
cribed the c«rtlfi^te of''the'GbvieihW^beneral as' a 
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iiecsfRHury qualiflcation in the ease of all public companies. 
Hie Act of 1936 requires the same qualiflcation of auditors 
for those private coni(panies which are subsidiaries of 
public companies. 

The rest of the section purports to ensure the indepen* 
dence of the auditors. The auditor is appointed by the 
general meeting of the shareholders. In order to prevent 
any surprise di^^cement or appointment of auditors, a 
notice of 14 days prior to the meeting is prescribed. The 
directors may fill a casual vacancy. Unfortunately, the 
judges are not agreed on the definition of a casual vacancy. 
The remuneration of auditors is fixed by the general 
meeting which, however, may and does delegate the task 
to the directors with the words “at a remuneration to 
be agreed.” A director, ofiicek of company, partner of 
director, a person in employment of director or officer 
cannot be appointed as auditors. The Act of 1936 disquali¬ 
fied persons indebted to the company and auditors who 
became indebted subsequently to their appointment to the 
office. 

By Sub-section 3, Section 145 of the Acts of 1913 and 
1936, the auditor is relieved of the responsibility of examin¬ 
ing the accounts of branches beyond the limits of India. 
It would appear from this by implication that he must 
attend and audit on the spot all branches within the limits 
of India. Such an inference is regarded as valid by some 
authorities on the subject. 

'o Experience teaches that legal precautions to ensure the 
independence of auditors or wider powers conferred on 
them to obtain information are of little use in practice. 
rActual appointmeqts are always made by the directors 
and there are forms of favour and bribery so subtle that 
:th^ can never fall within the clutches of law. It may 
be that bank-failures are more due to the laxity of super¬ 
vision and management than to inadequate performance 
of duty by auditors.* NevOrti^eless, n6 ste^ should be 
omWat^Wuch can direeton mot. alect and tUe public 

* Ce^iRl Bmldiig loquiry CommlUee Report, p. 470. Pii% tSO. 
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mpre confident about the security of thftir funds. Proposals 
have been made to arrange for an outside audit and 
examinaticm which will extend b<^ond ascertainment of 
facts to advice and criticism. The Indian Companies Act 
itself empowers ^areholders of a bank holding l/5th of 
the shares to approadi the local government for a sepedal 
investigation and report. The former suggestion has been 
disapproved as opening a loophole for shoving of respond 
sibility from the management to outside examiners. The 
latter has proved futile in practice and incapable of 
improvement.* Other proposals like Sedation of a share¬ 
holders’ committee with audit, more h^uent reports, etc., 
offer no better solutions. The prbposals to make au^tors 
liable for omission to state material facts in their reports 
and in the presentation of accounts of a bank are at best 
merely a post-nmi^em consolation. The only logical and 
toal settlement of the vexed problem is to look on the 
audit of public companies as a public and national concern 
and to constitute a State se r vice ot accountancy tor th e 
purpose. A first dep towards the goal would be to begin 
with banks, money-lenders and other cognate concerns 
and since the Reserve Bank is in direct diarge of our 
banking welfare, it would be well to entrust it with the 
formation and management of such a service. Such an 
audit power has the additional merit of giving the Reserve 
Bank a closer indght into the banking situation from time 
to time and making its credit-control to that extent much 
more effective. The expenses of this audit «>uld be easily 
raised from the banks themselves by levying a certain 
percentage on their resources. 

l4iw nlatlBg te Orpuiheatien and Manajemeiit 

One great diffimfity of bahking legi^tioh is to define 
what a bank is. In ^e absence ^ stuih .a d^^nition, there 
iqust always be some doubt as .to the exact concerns to 
vrhich it# prbtdSions idtodld df^ly. 

whisii. tfil .19^ gevenmd bahiditg pcnetipe 
in this eeta^ as to Xni^fayicl maltto no 

• ms. a. Mi. ran.n»ipp.49»ntin«. 
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to give a precise definition of a bank or banking business. 
Nevertheless, it imposes obligations on all concerns which 
claim to be banks, like periodic publication qif balance 
sheets, etc.* It has even created a penal offence in making 
an imtproper use of the phrase "banking business.*’! But 
whether a particular concern is a bank or not, Engli^ law 
is content to treat as a question of fact, to be determined 
in each ba^cular case in the light of prevalent beliefs, 
methods and practices.^ 


The Indian Central Banking Enquiry Committee, 1931, 
considered suggestions on this behalf from the Government 
of India, the Royal Commission on Indian Currency and 
Finance, 1926,1[ Provincial Enquiry Committees and several 
witnesses. It recorded its conclusion that "the task of 
definm^ the term ’bank* oir ‘banker* w!hich has been 
regarded as well-nigh impossible in other countries, is 
much more so in India where a definition cannot be drawn 
up without excluding many firms of indigenous bankers 
and individuals who do a considerable portion of the 
financing of the country.*’! 


Many countries have sought to meet dris difficulty by 
requiring banks to incorporate themselves under special 
laws which aim at the regulation of the organization and 
management of banks and their supervision. Other coim- 
tries like Italy and Gennany have created special authorities 
to license banks and have specified grounds on which 
license may be declined or banks in actual operation may 
be closed. In Germany, anotiier authority, a Supervision 
Board, watches and regulates the practices and internal 
management of banks. 


The Indian Banking Enquiry'Oonaaittee made'a com^ 
nif^dable effort, to combine tbe elasticity ^ Rritl^ practice 


♦ j(Goiiiolii4t«a) Act 1^.,, l i 108 ; 118 j 851; J58. , W" 

' t 'IftotaeyletkdWf Act i827. See. 4 sub-liM. 8. , 

’ t liiabadv.W«MrfniigiieeSyiidMtel^lie. IiSM^sataMtr,'Ai(^rtiliitC.ttUia 
The jury found the veidiet foi the defendentg with cocte. 

I Ifa^CKity Report, p. 4<<a. •' . '•'* <•! • *>» ■ • ' •'! ‘ 
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with the certain protection of law on ^qieciflc points. Aa 
we dkall presently notice, it indicated certain points (xn 
which banking jlcigidation was desirable. At the same 
time, it suggested the formation of a Bankers* Association 
whose memberf^p should autonoatically create in a cons* 
picuous manner the necessary assurance of reputable status 
and practice. Till such an Association came into mustmoe, 
the committee proposed that banks idmuld be required to 
take out licenses from the Reserve Bank of India, which 
must naturally insist on conformity to certain standards.*. 


The Indian Companies Act of 1936 adopted the 
bolder but more doubtful course. Section 277F defines 
a banking company as “a company which carries on as 
its prin<^al business the accepting of deposits of money 
on current account or otherwise, subject to withdrawal 
by cheque, draft or order.*’ The qualifying word 
’‘principal’* must itself create not a little embarrassment 
in the future. But, not content with this ambiguity, 17 
clauses more were added to catalogue incidental businesses 
or business operations which banking companies may 
undertake within the bounds of law. The catalogue finds 
place for activities as widely diffeient as agency business 
other than that of managing agents (unless the managing 
ag«icy relates to a bank itself) at the one end and financ¬ 
ing or promoting a business undertaking or industry at 
the other. It is obvious that if precision is the only virtue 
and justification of a legal definition, the definition adopted 
by the Indian Company Law. cannot be accused of it. 


One may well compare this assay in legal ingenuity with 
the definition offered by a great authority on banking law 
ah^ prai^ice like Sir John Paget.t After ehjwerating each 
i^edfic charactei^tie. Sir J(dm Pagei finds himself com- 
•pdlkd to recognise acceptance by public opinion as one 
u not the, jmle park of a bm^. T^ is twtampimt to a 


'I 
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c(»ifession that banking is a dynamic {urocess and 'ttiat 
reputable practice as understood by contemporary bai&ers 
is the final court o£ appeal in every doubt.* 

Organisation— The Indian Companies Act, 1938 lays down 
that no banking company incorporated after the commence¬ 
ment of the Act shall commence business imless diares 
have been allotted to an amount sufficient to yield Rs. 50,000 
as working capitaLf We have already noted how the 
creation of banks with small, insignificant capital was a 
very usual device with charlatans and adventurers to 
defraud the public of its hard-earned savings. The res¬ 
triction introduced by this Act undoubtedly terminates one 
grave scandal in the field of banking. 

It is possible to claim some historical or logical justifi¬ 
cation for the minimum fixed. Durii^ the four periods 
over which we have studied bank-failures in the past, 
more than 3/4ths of the failures are accounted for by banks 
with a paid-up capital of 1 lakh and less. Of these defunct 
banks, those with a paid-up capital of Bs. 50,000 to 1 lakh 
were about l/4th of the aggregate in 1913-14, about l/6th 
in 1915-20, about l/7th in 1921-30 and 1/lOth in 1931-34. 
Banks with paid-up capital of Rs. 50,000 and less no doubt 
constitute the bulk of the problem of. bank failures. The 
faUiures of those in the class immediately above this forms 
also a substantial though fortxmately declining proportion 
of the whole. 

* In the Draft Bank BUt, aaisuM of the words *‘baiik/' ete, oc evasion of the banking 
■eetioni of the Company Law la sought to be remedied In this manner. Banking is first 
defined as ** banking means the acoepting of deposits on oinrept aecount or otherwim 
subieot to withdhrawal by oheqne '* and banking oompany ^ is then said to be a oOmpany 
as defined by the Indian Companies Aet ieluding a foreign oompany which does the bunness 
of tM^dd^g m British India. ** No oompany which falls short of this definition may use the 
wonlg ** bank *% ** banker or “ banUim ** in its title and oonmanies wliioh do the buimess 
of bairidng as defined must use the ward in their titles. 18 sub-sections then follow statiim 
**one of niors.....,fi>nBs of buslnets and no other which a banking oompany mas engage iit.^ 

Before the recent amendment of the Indian Company Law, the evil whkih was sou^t 
to be remedi^ by sis^ d^nitlons was the misnse of the word ** bank ** hy oonoensi wiuMi 
were on^ money lending institutions or something worse. In so far as this evil persists to- 
dajf it is dllfiQiiil tojShlom this definitioa can eheek it Mnioe H B not p saellea fe In path 
ortbe any minfanum volume of current aooounts etc.. It would bo quite ew to evade the de- 
tPOtkmw creating nominal o u nrent aoeounts qnd issnbig ebeaiae w 18 sub aa oH ai t i 
referred to above are sure to give ample soppe for any degree of tmpnideiiee or abuse of thh 
WOBik 

It soemihoemver that sinoe the amendment of the Company Law, the former eagerness 
to use the words** bank** etc. has given pisoe ton gsnermi desire to nfMtlMsiWWfo^ Tha 
oUeet is to avoid certain ohUgatkms plaoed on banking oompaiiies 1|lee pmuHc df 

halwae sheets, aartwlwianm of mhiimiun .eaeh imstvs e ete. As ourrml nteotmte fa ^ 

f Bee 9TT1. ^ ; 
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Since capital and naerve constitute the ^tturantee fund 
to the creditors of banks, it is logical that the fund should 
bear some proportion to the liabilities of banks. The fixing 
of a minimum does not satisy this logical test although it 
eliminates many doubtftll and obscure ventures. Some 
countries have met both these difficulties by prescribing 
the minimiun accdrding to the population of the place 
where a bank is intended to operate. While population 
is no doubt a good index generally to the banking poten* 
tialities of a place, the criterion is obviously urisuited for 
countries in which branch-banking is allowed' without 
restriction. We have had occasion alreadjr to notice how 
in India many banks with small resources of their own 
indulge in the creation of branches which cannot be justi¬ 
fied by any canons of prudence or sound banking practice. 
It would not be feasible eidier to prescribe any definite 
proportion between their capital and reserves and their 
liabilities. In an earlier chapter, we have analysed how 
this proportion is influenced by factors outside as well as 
within the control of banks and by factors some of which 
are temporary in their incidence while others are more 
or less permanent.* Besides even though a bank Inay 
decide to make changes in its capital structure, banks like 
all other enterprises have to bide for opportune moments 
to appeal to the capital market. Perhaps, these were the 
difficulties which, in Spain, led to the condlusion that each 
bknk shoidd have Its minimum fixed according to its 
special circumstances. 

The Indian Companies (Amendment) Act, 1936, requires 
that every banking company ^ould out of the deelared 
profits of each year mid befoire any dividend is declared 
transfer'a' sum equivalent to not less than twenty per cent, 
of such to the reserve fund until the amount of the 
said fund is equal to the paid-up caidtal. In other Word^ 
{m>vision is tnede that banks with less than 1 lakh of 
enimed tnaquMes iftiduld not exist in the future, 
maervff .flund iniisi >be invested in govcmmint ascturitt^ 
• rw wow , 
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fK kc^t on in a q>eGial account in a scheduled 

bank.* 

It is but iair that a part at least of the profits diould 
be vised to inci«ase the security of the creditors and depo¬ 
sitors who supply the bank the bulk of its resources. 20 
per cent, of the net profits is by no means too large pro¬ 
portion. In view of the all too common tendency to 
declare high dividends and raise the value of bank diares 
to fictitious levels, this clause may prove a very healthy 
influence on banking policies. Nevertheless, a lower per¬ 
centage during the first ten years of a bank's life with 
gradual increases every flve years might have been a 
jvistiflable concession in favour of new banks. 

Concentration of banking resources in a few banks 
contributes materially to the stability of a banking ^stenuf 
.In India, as we h ave noticed, b an ks have gr own in s ize 
( less"^ fee process of anudgamat ion andTSS^'l^ crea tion 
\ of brioches. This unrestrl5e d freedom to cfSate J ar^hes 
jh owe^r bnngs with it its own special evils whi^ req uire 
(t o be carefully inq viire d in t o and flrmly d^t ig th. There 
cw be little doubt that branch banj^g appeals to many 
disreputable concerns as a mere device to collect resources. 
Small and backward places are particularly exposed to 
this kind of exploitation.! It is also to be feared that 
Indian banks have not yet developed an efficient technique 

( of running bank branches. This efficiency of tedmique 
rests on a fovirfold basis—recniitment and training of 
qualified staff, a strict system of audit , apd inspection, ade¬ 
quate discretion to the local manager combined with a 
pnqfter d^ree of regulation from the headquarters and 
.finaByr close contact and interchange of views and inf or- 
\ matitni between ,the local branch rand businessmen. On 
I evety;<^e of these peinb^ Indian.bahka.have yet to prove 
\their cai^iify to adapt ihemselves in. an^original way to 
(indii^ conditicms and limitations. ^ 

1 Tfii India reaches its maximidn-growth In baiddBg 
«Jbellitles,:: >idme' restriotiens ' on :the c.freednmi^ to create 
branches se«n unavcddablO. mfiikmak haniitkau'^es 

t rp. Sl-JT. t * ' 
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to. paid'i;^ capital and reserves prescribed by the law of 
1936 may by themselves act as a check on this evil. Our 
earlier analysis however has established how di£Bicult it is 
to define or assure ratios of capital and reserves to deposit- 
liabilities which can operate effectively in different places 
and at different times.* It has been sometimes suggested 
or proposed that. branches in the bigger places should 
be imder an obligation to conform to certain special 
requirements as to capital. In other word^ it is proposed to 
abandon the present principle of uniform minimum capital 
for the country as a whole and to introduce for the benefit 
of certain {daces the principle of wealth of the area of 
opration as the basis of capital requirements. It is arguable 
against this that protection is more required for the smaller 
and more obscure places than for big cities which always 
contain banks of great repute. The proposal is besides a 
denial by implication of the existence of business in the 
bigger places suitable only to small banks. A more logical 
and certainly more effective alternative will be to pridiibit 
the expansion of individual banks to such an extent that the 
average of resources per office falls below a certain mini¬ 
mum. It may be recalled that this average for jindian banks 
of class A and B was, about 7*7 lakhs in 1936. When the 
big seven banks were not taken into account, the av^a^ 
fell to abqut lakhs.t It should be no hardship for our 
banks which in future are required to show a minimum 
capital and reserve of Rs. .1 lakh, to have to produce at least 
a minimum of 3 lakhs per office on the average as proof of 
the confidence commanded by them.. 


A more difficult, question relates to wasteful competition. 
It is probable that much of the reoeni branch extension 
is'i in the nature' of a' simple amohg bigger banks not to 


be but-dlstanc^ by each other. If such competition lowers 
dltim.^tely the cbst of borrowing to the public, trade and 
kidus^ are‘ho doubt ben^ted. But veipr fre^uently^ the\ 
cost ihiMciihohi^'ebmi^ is transferred to the p^lfo ; 
ln''-4lfe"'ahape' of- Viiw-'.d^popiWates^ 'irnd.^.h^gh^., cost’ ^ ‘ 


t Pp. aa-srr. 



MODBRH BANKING IN INDIA 




financial centres are overcrowded with bank-brandies and 
that in other places, indiscriminate competition has under¬ 
mined the position of certain old and well-established 


concerns. 

Within broad limits, peculation should be a simple and 
intelligible index to liie banking potentialities of a place. 
If a greater degree of exactness were desired, the index could 
be adjusted so as to discriminate between places which are 
mainly industrial and possess a truly urban character and 
those which are mainly markets for agricultural produce 
and on that account retain a predominantly rural character. 
A little intensive investigation should be sufficient to fiix 
appropriate ratios of population per branch from which 
departure should be permitted only under exceptional 
conditions. It is natural to think of the Reserve Bank as 
the proper agent for the regulation of branches on these 
lines. When aicllc&t^ons for licenses to open brandies 
exceed the maximum fixed by the population ratio, pre¬ 
ference should as a rule be given to those banks which show 
a larger volume of resources per office. As for exchange 
banks and foreign banks generally, their unhampered exten¬ 
sion into the interior has been detrimental to national 
interests and their further encroachments must be pro¬ 
hibited by law. Ihe small economy of financing move¬ 
ments of goods from the interior to the ports and from the 
pdrts to their destinations abroad as a single transaction is 
nothing as compared with the greatest of all economies—the 
creation of a truly national banking system.* 


* The Draft Bank BUI propoees to amend the mlnlmiim rtQoiremeiite ai to pakl-np 
capital and reserves in the following manner. A banking company is not to be permitted 
to commence businesi with teas than Rs. 1 lakh as miniBittm pala-up capital. If a hank does 


have for each place an amount of capital of not less than Rs. g lakhs. There are M places 
widdi have a popuiaUoa over 1 lakn, ^ ba^ wtth a paid-ii^ Ci^btf and r eser ves of less 
than Rs. 30 lam will be allowed to operate outside the province or state in whieh it hiui its 
ptbiebNd plabe of buslaMS. 

Fifty per cent, of authorised capital must fao subscribed and fifty per cent, of snhasifbad 
capital hMiit' be pald*iip. 

‘aeee wtdoh aa a 
more paomeilasi 
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A grave defect of Indian banka at present is the unsatis¬ 
factory way in which bank staiVs are generally recruited, the 
unsatisfactory facilities offered for training and self- 
improvement and the vinsatisfactory incentives held out to 
industry and ability. It is not possible to overstate the 
grave implications of this situation for the future of Indian 
banking. If the creation of a sense of national pride and 
confidence in our banks is our objective, nothing will achieve 
it more quickly than a well-founded public conviction that 
system and standards and not arbitrariness and disregard 
of merit and qualifications weigh in the selection of our 
bank personnel. The time has arrived when service in a 
bank should carry with it the same degrees of stability, 
assured prospects and fair deal as service in a State Depart- 
m^t. In the matter of initial recruitment at least, the 
Reserve Bank and the scheduled banks could and should 
take the lead to devise in co-operation a common 
machinery on the lines of Public Services Commission. 
While shareholders may well claim their profits and the 
directors their power over the management of banks, the 
public who contribute the bulk of the working resources 
may well insist on employment in banks being dealt with 
as a public concern. 

Management of Banks 

We have insisted in various places that certain special 
features of banking business justify safeguards in public 
interests which may not be so expedient in the case of joint- 
stdck enterprise in general. This argument has sometimes 
bemi extended to support a very strict regulation of the 
internal, day to day, management of a bank as well. Inde^, 
much recent legMaticm in' mimy coimtries seems to sug|^ 
thai ctm tl^e place of tt^dt wisfibm which accortB^, 
id '*'iibcipties a'dite propdiHidh of all'the faculties ''and 
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that banking talent which according to the same authority 
** consists more in the union of a number of qualities, not in 
themselves individually of a striking character but rare only 
in their combination in the same person.” If to the already 
formidable list of Gilbert, we add one more virtue, namely, 
honesty, the absurdity of seeking in law a means to banking 
success and stability becomes at once self-evident. As a 
matter of fact, a close examination of most of the aforesaid 
banking legislation will reveal that its object was more to 
allay panic and restore public confidence by means of a 
visible gesture than to force any departures on actiial 
banking practice. In the case of India, certain special 
featiires of the situation make such legislative interference 
highly inexpedient. 

It is true that legislation of this kind does not lack 
precedent in this country. The various charters of the 
Presidency Banks and the Imperial Bank of India furnish 
examples of regulation on almost every conceivable point— 
cash ratios, period and currency of loans, interest-rates, 
security, limits on individual loans, etc. But it must be 
borne in mind that these restrictions had one specific object 
in view—the safety of public funds which also constituted 
the compensation for the restrictions. Banking and financial 
needs of the whole coimtry are however incapable of 
definition with reference to a single objective and coiild 
not for that reason be fitted into the framework of a general 
law. 

Banks in India disclose highly regional and individual 
characteristics. According as they are regional or country¬ 
wide, their liabilities and assets show different composition 
and bear the mark of the specialised services they are per¬ 
forming. Besides, still on tine threshold of our banking 
development, we have still to evolve a ^rpe of bank or 
banking systm which really answers the ^;>ecial ne^ and 
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circumstanees of the country. In countries like Germany, 
legislation was comparatively easier and harmless as banks 
had already reached their full banking development and 
were distinguished by a certain degree of homogeneity. 
Even if these difficulties were absent, it is difficult to con> 
ceive how law could permit the large degree of cyclical and 
secular adaptation which we have already remarked upon 
in our earlier analysis. The inflation of war years, the high 
interest-rates and reviving trade of post*war yearsi, the 
dramatic fall of interest-rates and stagnation of trade after 
the crisis of 1929-30—^these caused such profound changes 
in the cash ratios, investment policies, volume of loans, etc., 
of banks that it is difficult to make out how law could cope ^ 
with them. Legislation must either prove futile or invite 
the very evils and disaster which it is intended to 
forestall.* 


Our concern till now has been the good management and 
stability of banks which are in' operation. The special 
difficulties arising out of legal and administrative procedure 
concerning banks which suspend pa 3 nnent are not less 
niunerous, vexatious and from the standpoint of public 
weal, less urgent. Some of these difficulties have been 
already discussed by use in the course of o\ir study. Liqui¬ 
dation of banks and disbursement of dividends to creditors 


engross as a rule not less than ten years and in some case, 
much longer periods even have been recorded. Although 


* Pp. 112>88. 


The Bank Draft Bill proposei that iMmks must maintain a minimum of 80 percent, of 
their time and demand liabilities in the form of cash or trustee securities as defined in the 
Indian Trust Act, excluding immovable property. In practice, 60 per cent, of the securities 
so held should be securities maturing in 10 years. Thu minimum reserve is not to be used 
as a security for advances except when the Government after considering the recommenda* 
tions of the Reserve Baidc, to suspend the operation of the Act for limited periods, either 
generally or with reference to a particular bank or banks may allow the Reserve Bank 
to advance against this minimum reserve to ride over a crisis. 


Out of 40 Indian scheduled banks, about 96 are already maintaining more than the 
proportion suggested above In these liquid assets. It is noteworthy that even the Travancore 
Rauonol and^utlon Bank in its babmce-sheet of Mhroh 1988 te. Just before its collapse, 
axhlbited the required proporUon. In the case of small banks, however, the proposed measure 
ndifot mean a disthm improvement. Since liquid assets available for use must be in excess 
of the 80 per cent, minimum, a Ukriy consequence of this step would be a tendency to reduce 
cash to the lowest minimum possihle in order to maintain profits. The suggestion n In eflnet 
tantamount to the orearion of a guarantee fund in addition to the capital a^ reeeryes of a 
hank, the pSotTSl whM In the ease of many sman banks wfil be reduoed dividends to the 
ahare holderi. 
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facilities for reconstruction are defined in law, practical 
difficulties almost always frustrate such efforts. In many 
cases, indeed, such schemes of reconstruction are mere 
devices either to secure a continued lease of life for abuse 
of public confidence or to evade legal consequnces, which 
await a public investigation incidental to compulsory 
winding-up. Proposals for voluntary winding-up or even 
amalgamations are more often than not inspired by similar 
motives. The recent banking crisis in South India has 
raised another acute difficulty—conflict of jurisdiction 
between British India and Native State authorities and the 
danger otf loss of protection by one of the parties to the 
unfair advantage of the other. It is clear that a rehaul of 
the law to suppress these evils cannot be deferred long.* 

* The Bank Draft BUI proposes to deal with these questtons in this manner. Inability 
to pay is defined as relating to one working day in a place where the Reserve Bank has an 
offioe and two working days elsewhere. On an investigation and favourable report to that 
effect the court may grant a moratorium not exceeding two months or may a stav a winding- 
up order when arrangements are made for paying-up the depositors in full. No voluntary 
wuiding up is to be allowed unless the bank is able to pay its depositors in full immediaetely 
Othemm^ the court is bound to pass orders for winding up when a bank is unable to p^. 
No meetiiig of creditors etc. need be called when it would mean mere expense or delay. To 
avoid the nigh cost of Uquldatlon, the Reserve Bank is to be recognised as the liquidator in 
all cases of banks. The liquidator is to make the preliminary report within two months of 
the winding-up order and need not be held up for the sake of the statement ffom the office 
of the bank required under 117 A. 



CHAPTER XI. 

THE LONG TERM CAPITAL MARKET 

Even if banks attracted nothing but temporary savings of 
the public and placed them in nothing but genuine short¬ 
term investments, their influence on the long-term capital 
mturket would not be less real or less than considerable.* 
As a mater of fact, however, their contacts with this market 
are in certain ways quite direct and in the aggregate, as 
decisive as those of other similar institutions. In the first 
place, banks have their long-term investments, changes in 
the volume and character of which are important factors 
bearing on the course of interest rates. Secondly, when 
banks offer their advice and services for security dealings 
or place their funds at the disposal of industry in anticipa¬ 
tion of public investments later, or themselves embark their 
funds on such' ventures, they become an important agency 
in the working of this market. Finally, with the creation of 
a central bank, an instrument is forged by means of which the 
long rate can be controlled almost as directly and as 
decisively as short rates. 

The basic problems of long-term investment are two. In 
the first place, there is the problem of aggregate investment 
which should be such that it corresponds to the division of 
their incomes by consumers between saving and investments. 
In the second place, investment should flow into different 
lines of production in accordance with the index of profit¬ 
ability as given by the consumers’ demand. As the first 
problem is generally believed to be one of monetary man¬ 
agement, it is properly held to be within the sphere and 
constitute the responsibility of the banking system. As 
for the second great task of the investment market, the 
responsibility is at present shared by different agencies in 
different ways. Among them, the stock exchanges are 
looked on as the main mechanism developed by the capi¬ 
talistic system. The promoter and underwriter, the banlm 

«pp. tstwt n-to. . , 
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and issue>houses act as auxiliaries or supplementary aids to 
the stock exchanges. 

I 

STOCK EXCHANGES IN INDIA 

Legal Status 

Originally, stock exchanges were mere voluntary 
associations largely for the purpose of regulating fees and 
charges. It was not till after great lapse of time, that these 
associations recognised that they owed certain responsibi- 
lies towards the public. In the case of more recent bodies, 
which lacked experience and tradition to keep them in the 
straight path, law has had to step in as a substitute for that 
experience and tradition. 

. The London Stock Exchange is perhaps the only example 
today of an autonomous exchange imfettered by any out> 
side restrictions. But the history of “Britain’s Bourse for 
stock jobbing and securities” goes back to the days of 
Queen Elizabeth who herself inaugurated it amidst great 
pomp and patriotic fervour. Even, today, the London Stock 
Exchange has no legal monopoly of its business. The 
growth of Exchanges outside London in more recent times 
has indeed tended to creat some acute problems for the 
parent body. 

The New York Stock Exchange was for a long time a 
voluntary body till in 1933 financial and banking collapse 
and public clamour compelled the Government to impose 
on it statutory regulation and registration. The Compagnie 
des Agents de Change of Paris is a privileged body created 
as such by law but Government tacitly tolerate breaches of 
its monopoly. The Berlin Stock Exchange is subject to a 
dual control firstly the Imperial laws of 1896 and 1908 and 
secondly, the Chambers of Commerce and State Depart¬ 
ments. 

Business in stocks and shares in Bombay appears to have 
begim quite long ago. Six brokers are reported as doing 
this business between 1840 and 1850. By 1860, the eve of 
the American Civil War, tiiey had increased to'80. Among 
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them was one Premchand Roychand whom subsequent 
events were to link in an immortal manner with the flnsnc ial 
history of the City of Bombay. The American Civil War 
brought great wealth to this cotton exporting port, wealth 
led to wild-^at enterprises and ignorant or fraudulent 
speculation, speculation attracted more members to the 
business of stocks and shares—^to the tune of 200 to 250. The 
inevitable losses, insolvencies, exposures of fraud and 
cupidity do not seem to have diminished the attractiveness 
of the profession itseU which reached a member^p of 300 
in 1877. 

The formal creation of an association had however to 
wait till 1887.* In that year, the Bombay Stock Exchange 
as it is popularly known took its birth as “Native Share 
and Stock Brokers Association.” The name selected caused 
some difficulties. The members of the association have 
never been brokers, piire and simple. The inclusion of the 
word “ native ” gave offence to patriotic sentiment and in 
the rules of 1938 was discreetly omitted. 

Monbership of Stock Exchange 

Conditions attached to the membership of a stock exchange 
flow naturally from the functions which such an institution 
is meant to fulfil. These functions may be broadly distin* 
guished under two heads. When a member acts as a broker 
to the public, he undertakes (i) to buy the scrip concerned 
at the lowest price or sell it at the highest price obtainable 
(ii) to offer his expert advice and guidance in matters of 
investment, according to the temper and inclinations of his 
clients and (iii) to establish and maintain more or less 
permanent relations with his clients and their families as 
their ever-present weU-wisher and guide in matters financial. 
It is clear that this function calls for not only a high standard 
of skill and expertence but what is most difficult to find, a 
hi^ standard of honour and character as well. In the 
absence of these qualities, the individual With surplus in¬ 
come must hold back in ^trust and prefer less economic 
forms of investxnent with great loss or waste of national 
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attilBgB, Every practical precaution has therefore to be 
to place the broker above temptation in the discharge 
of his proper duties. Two obvious principles suggest 
tiiemselves. The broker’s remuneration ^ould be so 
defined that firstly, it should be independent of the price 
of the scrip which he buys or sells for his client and secondly 
he should have no personal interest in the scrip bought or 
sold. The first point is met if the broker’s scale of remunera¬ 
tion is fixed from time to time with reference to particular 
scrips or classes of scrips according to the status and prevail- 
mg values of the scrips. The second point relates to the 
second main function of the stock exchange. When a 
member of the exchange acts as a jobber i.e. buys scrips on 
his own account or sells scrips out of his own stock, he is 
acting just like a dealer in ordinary commodities. His 
willingness to buy and sell at all times makes the supplies 
of the market more regular and makes periodic revisions 
of judgment possible. Since buying and selling are con¬ 
tinuous, the jobber does not hold stocks with a view to 
speculate on likely price-changes. He looks for his profit 
and remuneration to the difference between his selling and 
buying prices and his skill lies in keeping stock from time 
to time just sufficient for the needs of the market and 
making his selections in such a way that fluctuations in the 
values of some are balanced by counter fluctuations in the 
values of others. 

In the enrolment of members, the existing practices of 
leading stock exchanges vary much in the emphasis they 
lay on position in business, financial guarantees, technic^ 
qualifications, etc. The oldest of them, London, relies 
chiefly on personal introduction or membership of a reput¬ 
able stock exchange firm. New York is satisfied chiefly 
with the financial guarantee and status implied in the 
purchase of the seat. The Parquet in Paris requires over 
and above purchase of a seat, firstly, a large contribution 
to the general guarantee fund and readiness to respond to 
further assessment on the same account and, seconffiy, 
proved knowledge of busines, law or banking. 
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AdmisiicBi to the Bombay Stock Exchange is preceded by 
an inquiry into character by the managing committee and 
has to be supported by two existing members. By a rule 
which has been in existence from about 1927, a member is 
not permitted to deal with any non-member ^are or stock 
broker within a radius of SO miles from Bombay. The 
obvious object is to prevent or discourage the growth of 
unauthorised business in this line. 

The price of an admission card was originally fixed ait 
Rs. 51 only but was raised subsequently to Rs. 1000. By 
1909, the price of a card reached Rs. 2500 emd after the 
outbreak of the Great War to Rs. 7000 in 1917. During the 
great speculation waves which followed, a card was recorded 
to have fetched as high a price as Rs. 40,000. Before the 
outbreak of the present war, the value of a card was placed 
at about Rs. 7000 but has since mounted up to Rs. 20 to 30 
thousand. It is clear from this that the financial guarantee 
implied in the possession of a card fiuctuates much from 
time to time. Indeed the record of recent defaults proves 
that most of the defaulters lacked the financial status desir¬ 
able in a member of a stock exchange like that of Bombay. 
Of 28 defaults which occurred from 1927 to 1939, seats had 
to be forfeited in the case of 11 because the defaulters 
could not make good the loss sustained by members even 
though it ranged much below Rs. 50,000. Four other 
defaxilters could pay only 6i to 10| annas in the rupee 
although the loss at stake was on the same scale.* To 
assure a better safeguard against defaults, the proposal has 
been made that in addition to the purchase of a card, the 
new member should produce two sureties or make a deposit 
of Rs. 30,000 for a period of 2 years. It may be a better 
alternative to create a guarantee fund to which all members 
have to contribute and to which further assessment may 
be made in case of need. The fear that other members may 
have to bear the consequences of the recklessness of lesd 
worthy members vdll tend in the long run to great care in 
initial admission and the creation of a powerful opinion 

* Sm foot-note, p. 88t. 
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nmong the members themselves against undesirable prac¬ 
tices and forms of dealings.* 

A member of the Bombay Stock Exchange must not 
engage as principal or employee in any other business. It 
would be otherwise very difficult for the public or for his 
brother members to judge his credit worthiness or his 
financial position at any particular time. This restriction 
has been unfortunately felt as a grievance by many business¬ 
men who are anxious to add stock exchange bxisiness to 
their other existing lines. The new institution, the Indian 
Stock Exchange is the outcome of this desire. 

Till 1938, an admission card to the Stock Exchange was 
treated very much as an invitation card to an Indian 
wedding. Cousins, nephews and other relatives were held 
entitled to admission over and above authorised clerks. 
Henceforward, only sons of brokers and authorised clerks 
will be allowed to enter. 

Sub-bndcers 

In addition to members, we have the institution of sub¬ 
brokers or remesiers. The Atlay report described them as 
mere xmauthorised tipsters and touts who misled the public 
by their irresponsible canvassing and added to the demora¬ 
lisation. Their status is now proposed to be regularised 
by requiring them to sever their connection with any other 
lines of business and to deposit Rs. 5000 on registration. The 
amotmt may be confiscated for reasons for which a member 
is liable to be expelled and his ticket confiscated. No limit 
is proposed on their number. But they must pay an annual 
subscription of Rs. 100 and when leaving one broker for 
another, must produce a clearance certificate. 

llie 1938 rule limits strictly the number of authorised 
clerks cdlowed to each broker. It is doubtful whether any¬ 
thing short of abolition of this element will eradicate some 
of the notorious evils associated with their activities. 

* In 1088, when Currimbboy Bbrahiiii «ad S|om 
nvolved or not in tbe dealings of Currimblioy group 
ontent of lU. 8 lakhs and enabled the Exchange to meet 


crashed, all.aeUvemembm whet^ 
, subseribed to aipeolat Aind to the 
; aU its Mobilities. 
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TiU almost 193% a piquant feature of the general disorder 
and confusion of tibe Stock Exchange used to be the presence 
of hawkers, beggars and naturally enou^ pick-pockets 
also. The Atlay Committee discovered even minors 
speculating on the floor of the Exchange. The difficulty, if 
not the impossibility of admission to the central floor of the 
London Stock Exchange is a queer contrast to the infoTma<* 
lity and even charitableness of the Bombay City. Recently, 
this evil has fortunately disappeared. 

ISiere were about 6 brokers in 1840<50. By 1860, there 
began to assemble, no doubt under the famous bimyan tree 
near the University tower, as many as 60 under the leader-^ 
ship of Premchand Roychand. The hectic speculation of 
American Civil War raised the number to about 200 to 
250 many of whom were “ broke ” by the close of the war. 
The membership was 300 in 1877 and 478 in 1921. But of 
these, only 225 to 250 were active when the Atlay Report 
was made in 1924. At present the membership is about 
the same—^the members on the active list being about 200. 

If membership is any index to the size of an exchange, 
we may contrast this figure with the maximum member¬ 
ship of 4,000 in London and 1,100 in New York. The 
Parquet in Paris has a jealously limited membership of 
only 70 while the intruder Coulisse has about 100.* 

Classification of Members 

When a member acts as a broker, he is working as an 
agent of the public. He becomes a principal towards his 
customer when he acts as a jobber. These two essential 
functions of an orderly and trusted stock exchanges raise 
difficulties when the same member is allowed to act in 
these dual capacities. The conflict of interest and the 
strain on honesty are obvious and the extent to whitdi 
th^ are resolved is a measure of the smoothness, reliabi¬ 
lity and effectiveness of the investment market of a 
cc^try, . 

* See p. 9Ni 
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Londoa baa met this difBculty by a clear separation of 
brokers and j(A)bers.* As a matter of convenience, a broker 
who receives similar orders from two customers is allowed 
to cross them but then he may charge one commission only. 
Besides, as brokers frequently imderwrite issues and con¬ 
sequently hold quantities of scrips they are also allowed 
to sell on their own accoimt. But, in such circumstances, 
the brokers are expected to declare the fact to their custo¬ 
mers and are not allowed to charge any broker’s commission. 
New York has similar classes of brokers or commission 
houses, specialists or specialist dealers but as there are 
more varieties of members, the distinction is very much 
blurred in practice. In Paris, the Parquet deals only with 
the public as brokers but members of the Coulisse are 
idlowed to trade among themselves also. 

In Bombay, a member is allowed to work both as broker 
and dealer. Hiere is little doubt that this double capacity 
has been the source of much abuse of public confidence 
or at least public suspicion. It is not easy however, to 
frame effective remedies. A separation of brokers and 
jobbers such as prevails in London depends for its efficacy 
largely on traditions of the profession. Collusion between 
brokers and jobbers is always possible and a separation 
forced on the members from outside is most likely to be 
rendered nugatory by such practices. It has sometimes 
been suggested, as another argument against separation, 
that the volume of business is not sufficient to justify such 
a step.f The argument lacks clearness. Since separation 
cannot reduce the present volume of business, the mem¬ 
bers could not be affected in that manner by such a 
measure. For every broker’s transaction, there must exist 
as its counterpart a jobber’s transaction and xinless losses 
on one part are sought to be covered by manipulations of 
the other part of the transaction, there is no reason vdiy 
members should not be willing to enrol themselves lor 
prescribed periods either as brokers or dealers. It nd^t 
be conceded, however, that as the aggregate of scr^ listed 

* **Wbeii there if a dump in the market and a nidi of MlUiig orders with no siqiM^ 

as happened in rubber ehares.the Jobbers are apt to be at luaoh alt day and the brokere 

have to report to their clients that they simply oaonot find a pmrebaser.** 

t See footoiiote p. B94. 
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is less than 150 as against the enormous numbers appearing 
on the lists of London and Paris, specialisation does not 
offer here any proportionate advantage. 

In the absence of such separation, other remedies tending 
in the same direction have to be sought. In the first 
place, lists of members should be drawn up to distinguish 
such of them as are willing to act only in one capacity 
from others who wish to adhere to the old practice. In 
any case, it should be presumed that in every transaction, 
a member first declares the capacity in which he is acting 
towards his client. In the second place, the contract note 
arising out of each transaction should specify the capacity 
in which he is acting. Till now, we have had only one 
form of contract note, the principal’s contract note. A 
contract note, whether principal’s or agent’s, should give 
all details which explain the character of the transaction. 
The name and quantity of scrip dealt in, the rates of pur¬ 
chase and sale, the rate of brokerage charged, these shoidd 
be sufficient to enable each transaction to be sifted and 
judged, should there be an occasion for such a procedure. 
In the third place, it has to be recognised that much the 
great source of present evils is the uneconomic and imfair 
competition which prevails among members themselves fot 
the available business. The strict regulation of rates 
charged is the only conceivable check on such competition. 
Although minimum rates have been in vogue for a long 
time, it is to be feared that the levels at which they are 
fixed are so low as to defeat their main purpose. A revision 
has now been effected by the rules of 1938. More important 
than fixing the rates is their proper enforcement, which 
raises inevitably questions about the independence, im> 
partiality and courage of the executive of the Stock 
Exchange.' 

Listing of Scrips 

The procedure and conditions of admission of scrips to 
stock exchange dealings are a very pivotal point in the 
technical organisation of these institutions. It may per* 
haps be thought strange ihat restrictions should be ffusught 
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necessary for a stock exchange when they are not to be 
found in ordinary conunodity markets. A little reflection 
should, however, ^ow that there are some crucial dif* 
ferences between the two markets. In the flrst place, most 
commodities in ordinary markets are self-deflned and easy 
to identify. In the case of scrips, frauds are far more easy. 
Even in the case of ordinary commodities, precautions have 
sometimes to be prescribed in order to ensure purity, 
quality, etc. The visual practice of stock exchanges is to 
prescribe a certain minimum period of existence before 
the scrip of a company is admitted to official dealings. 
The minimum period is sufficient to prove whether the 
enterprise is seriously intended or is a mere kite sent up 
by designing promoters, etc. In the second place, most 
commodities are abundant and world-wide in their supplies 
and what is more, there is large scope for mutual substi¬ 
tution. The scrip of each company is a unique commodity 
by itself and its supplies are more or less rigidly defined. 
Ihe essential condition of a free market, that a single indi¬ 
vidual or a few individuals should not be able to exercise 
a disproportionate influence on price, is very hard to 
satisfy unless proper precautions are enforced from the 
very start. Stock exchanges seek to create such a free 
market by stipulating firstly that the company concerned 
should have a certain minimum of capital ffivided into 
shares of convenient denominations and secondly that a 
sufficient quantity of shares should be offered initially to 
the public at large. In order to assure the quality of -the 
scrip, stock exchanges are not constant with mere con¬ 
formity to ,the Company Law but demand many more 
details before admission to the privileges of the exchanges. 
London maintain two lists, one official and one supple¬ 
mentary, demanding much more information in the caoe 
of the former.* Of course, it must not be imgained that 
a stock exchange can or ever presumes to sit in Judgment 
on the nature of prospects of any individual enterprise. 
The assessment of the ultimate qualities and risks of oush 

* Iti with reference to mortgage bonde of the Memphiir SI Wmo odd Fodllo Ml 
road tld68) whif^ were hist adidtted to the Parquet and later found by It to be ftoudulait 
IJm SyndM Chamber waa held negligent by the Court* had thade to 



Tm LONG TERM CAPITAL MARKET srt 

scrip is the proper function of the investor which the stock 
exchange may facilitate but cannot itself assumb. 

Till 1938, the Bombay Stock Exchange restricted admis* 
sion of securities by a rule that scrips registered outside 
the province of Bombay should not be put on its list. 
Besides, companies were required to take initiative in 
seeking admission of their scrips. The effect was a certain 
limitation on the volume of their business and a certain 
concentration on a few scrips. The rule regarding the 
maintenance of a register in Bombay has now been widened 
to cover the whole country while the prohibition to deal 
in scrips applies now to those companies only which have 
been positively debarred from admission. The application 
for admission may be made by the Company or by a mem¬ 
ber of the Exchange. The criteria of admission are 
“ magnitude and importance ’* of a scrip and the offer except 
in unusual cases of at least SO per cent, of the issue to the 
public. 

Cash and Forward Lists 

Deals on the stock exchanges may be either time deals 
or cash deals. Ordinarily, it should lie with the parties to 
the contract to decide whether it should be on a time or 
cash. Although time deals facilitate peculation, pure and 
simple, they are no less a convenience to genuine investors 
who may desire to avail themselves of particular, favour¬ 
able opportunities for investment. The practice of our 
stock exchange in regard to this matter is rather peculiar. 
It maintains two separate lists for scrips for which cash 
and forward dealings are recognised. This places a 
pedal responsibility on the management ct the body and 
inevitably raises the question as regards the appropriate 
considerations to be taken accoimt of in placing a scrip on 
either list. So far as the rules of otur local exchange are 
eoncemed, with one exception whidi we diail note pre¬ 
sently, they vest unfettered discretion m the management 
bpth for initud, ass^nment to the lists and subsequent 
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Cash dealings have a natural tendency to be coiiflned to 
those who are genuine investors or at least have the means 
to hold the scrip for a long time. Since a regular stream 
of investment is hardly to be expected, fluctuations in the 
values of scrips which figure largely in cash transactions 
tend to take place in an abrupt or sporadic manner. Time 
deals take place from day to day in terms of expected 
differences and as such appeal naturally to the speculator. 
Since only a large volume can give adequate profits and 
income, they are apt to be undertaken very largely with 
borrowed money. According as expectations materialize 
or the opposed groups make their power felt one way or 
the other, prices fluctuate very widely. On the other hand, 
it must be recognised that such :q>eculative trading by 
itself acts as a support to the prices of scrips. A movement 
in one direction cannot proceed very far before a contrary 
opinion develops and counteracts the movement. Each 
level of values reached by a scrip tends to perpetuate itself 
for at least a considerable time. In the case of cash scrips, 
on the other hand, the market may not be a continuous 
one as judgments are revised only when investors turn 
up. The range within which values fluctuate is therefore 
apt to be a wide one. 

This difference between scrips which are dealt in largely 
on a time or cash basis explains the positive exclusion of 
bank shares from the forward list. Banks are quite unlike 
other joint stock companies in that the resources with which 
they operate are withdrawable on demand. Fluctuations 
in the values of their shares are highly undesirable as 
likely to provoke unwarranted inferences and mass fears. 
Even in the absence of forward deals, bank managements 
have to keep a jealous eye on the values of their shares 
and many a time adopt policies as a concession to popular 
prejudices which strict prudence and long foresight would 
not approve. The shares of assurance companies and in 
a less accoimtable manner, the shares of railway com¬ 
panies also are placed entirely on the cadi list. 

In 1939, there were placed about 106 scrips on the cadi 
list and about 31 on the forward list of the Bombay stock 
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exchanc^. The 31 scrips on the forward list were mad ** 
up of three government securities, two electricity scrips, 
fifteen spinning and weaving scrips and eleven miscella¬ 
neous scrips. The only common quality of these scrips 
is the large interest which the public and particularly the 
speculators display in them. 

Period of Settlement and Speculation 

The time interval over which a time deal is spread varies 
from one stock exchange to another. In London and the 
Parquet in Paris, the settlements are fortnightly. The 
bulk of transactions on the latter exchange, however, takes 
place on a cash basis. On the Coulisse in Paris and in 
Berlin, settlements are monthly. On the New York Ex¬ 
change, settlements used to take place every next day prior 
to the crisis of 1929 but since then the practice has been 
introduced of settling accounts every third day. 

On the Bombay Stock Exchange, there are two settle¬ 
ments a month for dealings in government securities and 
one settlement a month for all other forward deals. 

The time interval over which forward deals are permit¬ 
ted and settlements enforced has a certain limited signi¬ 
ficance for the tone and character of a market. A long 
interval makes assessment of the future more difficult and 
gives irrational calculations much larger scope. A short 
interval means earlier opportunity to revise judgments 
and, if necessary, to withdraw before the situation deterio¬ 
rates much further. It might appear that this is a rather 
dubious advantage since transactions can always be carried 
over. But a little reflection will show that even with the 
facility of carrying over, the shorter interval still retains 
most of its advantage. Carrying over has its own automatic 
check in that it involves some cost as contango or back¬ 
wardation. It is of course true that mere imprudence or 
recklessness cannot be remedied in this manner. But this 
is no argument against improvements devised to diminish 
defaults ari^g o\it of- honest mistakes or xnisfortunes. 
That a shp^tei^g of the interval is by itself incapable pf 
moderating extocinp fluctuations in values, speculation an4- 
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wicteHspreBd d^aults is mors than proved by the frequmt 
ejqperiences of the New York Exchange. 

Blargins and Spectdation 

It is the practice in certain stock exchanges to enforce 
margins from customers. The prime object of such margins 
is to protect the broker from losses since his is the ultimate 
responsibility in case of default by the customer. There are 
no margin deals on an organised basis in London. The 
tradition there has been to depend very largely on the 
personal knowledge of the customer. Margins are availed 
of very freely on the New York Stock Exchange. On the 
Parquet in Paris, margins of 20 and 30 per cent, are prescrib¬ 
ed according to the character of the scrip and the broker 
may enhance the margins in case of need. There is no 
practice of margins on the Bombay Stock Exchange. The 
Atlay Report described it as undesirable but the Morrison 
Report has suggested its adoption. 

The main effect of a system of margins on the outside 
public is to repel persons with inadequate resources from 
stock exchange deals or to prevent them from assuming 
burdens out of proportion to their means. The justification 
of its adoption must naturally depend on the extent to which 
such persons are accustomed to participate in such adven¬ 
turous speculation. It has been claimed on behalf of the 
Exchange that cases of this nature are very few and far 
between. It is not improbable that there is some substance 
in this claim. Members of the Stock Exchange cannot be 
interested in assuming financial responabilities for such 
cientele. When, however, those who oppose margins adduce 
the further reason that their adoption must eventually 
create irregular and illegitimate markets outside the stock 
exchange, they involve themselves in an obvious contra¬ 
diction. If men who engage in time deals at present are as 
a rule men of resources, the demand for margins should not 
have any such effect as is feared. If irregular and illegiti¬ 
mate markets do emerge, it will be only because even at 
present there is a large number of financially weak parties 
who participate in tills activity. If the adoption of margins 
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lioes lead to this resolt, the situation will be on a par with 
those whidi exist on account of the prc^ibititm of bettinj^ 
gambling, etc., and should have to be dealt with an identi¬ 
cal ixianner. The innovation could be given a trial fCKr mi 
initial period of ten years and then finally disposed of in the 
light of actual experience. 

Prices on Stock Exchanges 

It is generally presumed that the objective expression of 
the existence of a single market in a commodity is uniform 
price. As a matter of fact, uniform price for a commodity 
is an ideal to which actual conditions rarely show even an 
approximation. The ideal price when analysed really 
resolves itself into a number of objective conditions which 
may be briefly stated as a high degree of standardisation of 
the commodity dealt in, a high degree of concentration in 
time and place, a relative insignificance of the influence 
which any individual or a cotery of individuals can exert 
on price. 

The stock exchange as a market in titles to capital is 
distinguished by certain features which seem to run coimter 
to these conditions. On the supply side, each scrip is no 
doubt a highly standardised commodity by itself. But, at 
the same time, each scrip is unique by itself and cannot 
take the place of another. It would hardly be an exaggera¬ 
tion to say that from the standpoint of aggregate supply, 
there are as many markets in a stock exchange as there 
are scrips and securities traded in. This has a very important 
effect on daily dealings and therefore on daily prices. Offers 
to buy and sell any scrip are as a rule sporadic and separated 
by intervals of time. Continuous variations in supply, 
demand and prices such as make for stabilisation in other 
markets are not to be found in a stock exchange. 

Except in Berlin, each transaction takes place on all other 
exchanges as a separate bargain, which results for reasons 
given above in its own special price. This creates the 
problem of recording daily prices in such a manner as to 
make them intelligible and useful as indicators. In 
LofidOn, prices are marked individually while for listed 
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BioM’ (ffOtm prices in the order of eetnal deels 
n^e deaUpgs lor secoount have their first, and last and 
their highest and lowest prices only published. It is clear 
that sudi. records are bound to be too inadequate or too 
copious to indicate the prices at vdiidi the bulk of trans¬ 
actions takes place. 

Vheed prices are used only for carry over transactions in 
Londcm. New York uses the opening price of the day for 
this purpose, which however, is frequently revised. Paris 
uses the average of actual prices. . 

Berlin has made an original, profound and instructive 
effort to obviate the effects of lack of concentration in 
time to which all stock exchanges are subject. Each 
individual bargain does not take place at its own time 
and at its own price. All orders for sale or purchase have 
to be submitted in the first instance to official brokers. At 
the appointed time, the official brokers start to make bids 
and counter bids and out of these, they frame regular sche¬ 
dules of demand, supply and prices. They are thus enabled 
to fix that xmique equilibrium price at which according to 
the strict theory of competition the largest offers of 
sale coincide with the largest offers of purchase. It is 
clear that the system is justified only in so far as accuracy 
in price fixing is attained. In the most favourable circum¬ 
stances, such an achievement presupposes an elaboration 
of technique and degree of intelligence which are not easy 
to secure. 

Level of Values Generally 

Day to day prices or cyclical trends in values are intelli¬ 
gible only as deviaticms from some conceivable basic level 
of values when considered over more or less long periods. 
Scrips represent ultimately the fixed assets or capital- 
goods and good-will of an enterprise and it appears natural 
to presume that their prices follow the general movements 
of prices. Yet, the assessment of appropriate values of 
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consumption goods. The subject a^! '^ 
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(1) The profit dt dit 
are the most obidous 
assessment of 

the fuiulstoif^i^ ,.,.. .... 

how;' hof' an easy 

tSski Tt caits lor much experience and technical knowledge 
in interpretation. Extraneous factors like taxation, etc., 
have also to be allowed for in degrees of varying nicety. 


(2) Any particular level of dividends or profits has a 
significance only in relation to the general level of 
dividends or profits. The best representative of this level 
is the long term rate of interest on investments which are 
free from risks and therefore typify the productivity of 
capital in general. It is clear that with a rising trend of 
long-term rate, the values of scrips will tend to be depress¬ 
ed and with a fallii^ trend, they will show a certain 
persistent buoyancy. 


(3) All investment partakes more or less of the nature 
of a leap into the known future. Expectations of future 
profits are for this reason a more important infiuence on 
prices than the attraction of past profits. These 
expectations necessarily take account of a bewildering 
number of factors—^the potentialities of a particular 
concern, the prospects of an industry in general, trends of 
currency and banking policies, tren^ of interest rates, all 
political and non-political incidents which affect the 
course of trade and industry. It is of course true that 
anticipation of the future in this sense is inherent in every 
economic activity and indeed in all details and spheres of 
human life. Yet, of few other markets could it be said 
as of the stock market that speculation is the most out¬ 
standing influence in valuations and sometimes indeed in 
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a degree which is little distinguishable from gambling, ptire 
and simple. 

It is natural that all weakness of human psychology in 
regard to the unknown should be exhibited in their raw 
and crude form in the field of investment. Paradoxically, 
our so-called forecast of the future is but a projection of 
our present experiences and moods and it is not surprising 
that our pre-occupations with the living present however 
trivial and insignificant in themselves, should throw out 
of perspective our view of the future.* Fear and hope, 
perhaps fear more than hope, originating in our present 
experiences create a mental state in which rational com¬ 
putation has little chance. 


Since it takes more than one person to speculate, it is 
clear that gambling as the extreme form of speculation is 
a social phenomenon. The standards of honour and res¬ 
pectability prevalent in any social group have therefore 
an important effect on the extent to which gambling is 
made a source of individual and family fortunes. As in 
many other lines, it happens that in India business in 
stoc^ and shares tends generally to be confined to certain 
narrow castes and communities of the Indian society. It 
is an inevitable outcome of this situation that an economic 
psychology of a self-perpetuating character and impervious 
to new influences from outside should have grown in which 
stricter judgment of character, behaviour and modes of 
life find little place. When we reflect that most persons 
are virtuous not because like Socrates they prefer virtue 


* The influence of Interest-ratei 
eommoditiesy the oourse of inflation 
during the last war. 


varying demand and expectations relating to different 
etc. is well illustrated by the course of prices of scrip 
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but because of penalties of detection and social disappro* 
bation, the importance of this factor in certain regrettable 
aspects of our dealings in stocks and shares is easily dis> 
cernible. The infusion of new and better educated elements 
into the Stock Exchange should in the course of time 
prove the solvent of many of our present evils. 


The fool cannot be prevented from his follies—much less 
the gambler. But this is no reason why opportunities for 
such behaviour, particularly when it ensues in anti-social 
consequences, shotxld not be curtailed to the minimum 
compatible wiUi the free flow of legitimate business. Still 
less could it be a justification for placing temptations in 
the way of persons who but for them might prefer cautious¬ 
ness to recklessness. It is to be feared that the seamy side 
of stock exchange business in this country and particularly 
in Bombay has been in no small measure due to certain 
practices which weakened deterrents to rashness and 
anti-social activities. Affairs have been administered and 
powers have been used in the past in such a way as to 
suggest that the institution exists only for the benefit of 
its members and recognised no responsibility to the invest¬ 
ing public and the country. 

Default 


Till recently, the penalties of default were seriously 
limited in their deterrent value. Default was rcognised 
only against a fellow-member and not against a member 
of the public. Besides, the property of a defaulter outside 
the stock exchange was not available to meet his liabilities 
incurred in deals on the exchange.* The 1938 rules remove 

* Number of deftmltetf. 
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these defects in both these respects. A defaulting member 
is not to be re-admitted to membership now if the default 
was caused by speculation on his own account. In other 
circumstances, when the conduct of the defaulter has been 
above blame, he is re-admissible only if he has met his 
liabilities in ftdl. Exceptions may be made in case of clear 
misfortune. It is self-evident that the beneficial effect of 
these amendments will be in proportion to their proper 
enforcement. 

Expenses which have to be incurred in deals of stocks and 
shares are also no mean factor in encouraging or discourag¬ 
ing speculation. Movements in prices of certain scrips, 
especially seasonal movements, can always be foreseen 
with a fair degree of accuracy. No advantage can however 
be taken of them since these movements are more than 
offset by incidental expenses of the transactions. It is a 
natural extension of the logic of this fact that whene 
incidental expenses are heavy, speculation on narrow 
margins of price fluctuations is effectively repressed. It 
has been suggested of the London Stock Exchange that 
one cause of less speculation there than in New York is 
that the incidence of brokerage, transfer fees, stamp duties, 
ect., is markedly heavier. From this standpoint, the prac¬ 
tice of blank transfers on the Bombay market must be 
counted as another factor making for speculation which 
has no social or economic purpose. 

Intervention in the Ordinary Course of the Market 

Powers of intervention in the ordinary course of the 
market can only be justified by some special factors which 
distinguish deals in stocks and shares from deals in other 
commodities. The chief usefulness of speculation, it will 
be recalled, lies in enabling future stocks to be taken into 
account in fixing present prices. Whenever possible, 
speculation ehables supplies to be adjusted to forthcoming 
changes in economic circumstances. In the case of stocks 
and shar^, the only adjustment in supplies relates largely 
to scrips of new enterprises. New enterprises and their 
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scrips take, however, a long time to establish themselves 
and in the meanwhile, holders of scrips of older enterprises 
find themselves ccmfronted with exceptional opportunities 
of gain, when the demand is enlarged, and loss if the decline 
of demand has created the necessity of contraction of out* 
put. In the second place, since the market for each 
individual scrip is unique by itself, individuals are some* 
times able to acquire complete control over supply and 
prices and thus terminate ^e existence of a free market. 
Thirdly, hedging is an important facility which ordinary 
markets offer. Speculation is the means to eliminate 
speculative risks from production and manufacture for 
future delivery. In tiie case of stodcs and shares, hedging 
from week to week or from month to month has clearly' no 
economic basis. Intervention in the ordinary course of 
the Stock Exchange may be justified to the extent that 
these special features lead to miy anti*«ocial consequences. 

Selling-out Rule 

The suspension of the selling out rule is intended to 
arrest a bear raid and prevent further falls in prices. 
Obviously, the power is invoked to protect bulls who are 
confronted with heavier and heavier losses as the market 
drops down. Such intervention seems however to have 
only slender justification since there exists an automatic 
check in the market to a fall which is not warranted by 
inherent ectmomic facts. When prices fall so low that yield 
rises above the economic level, buyers must make their 
appearance in larger and larger munbers. If buyers hold 
off, it will be only because bulls have raised prices to very 
uneconomic levels and considerabie downward movement 
must take place to reach economic levels. The establish¬ 
ment of ecohondc levels is certainly a pife-requMte of 
healthy investment and the penalties borne by the bulls 
in ^e process ^ decidedly a well-merif^ chastisonent 
whidi shotdd lead to more raigxnisible .b<4i8yi<nir in tlia. 
future. It ^aa heea sometina^' a>!gued <^reciation of 
securittes mi^ onbarrass legitimate trtkde tmd bui^eiar 
which use them fbr rafadng losma. It is in^probable that 
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such counters are accepted by lenders as security except 
at very safe margins. The existence of this power was 
properly condemned by the Morisson Report.* 

* tiM Ibllowliif reeord illiiftnitet tlM litterventioii of the oiithoritlee In the more fanportant 
oomen, eritet ete. whidi brine <Nit IneidentnUy the great part played by eauiet and pereona 
outride the Stoek-exdiange in moet of Ita diffleultiee. 

1808. One Ragfaunath MuUI oomered ^e diares of Lakhmidaa Mil) and railed their 
price from Re. 1,<IOO to 1,800. 

A little later, a comer tailed the price of riiarei of Queen'i Mill from Ri. 1,000 to Rs. 
1,800 and then In a ringle day, the price fell to Ri. 800. 

Jehangir ByramJI Dalai crncted a comer In the iharei of the China Mill and railed 
the price from Ri. 1,000 to Ri. 8100. Dalai wai made a partner In the Managing Agency. 

1886. Chunilal Saraiya, airiitant in the Hundi Department of the Bank of BcmlNiy 
and otbcri Intimatriy connected with the MHU cornered the riiarec of the Snn Mill and railed 
their price from Ri. 160 to Ri. 660. The itook lold by the bean was found to be more than 
three ttmei the itock inued. The Prerident Intervened and the liabiUtlee were lettled at 
a price of Ri. 600. 

lOlO-lg. Rivaliy between unde and nephew led F. Petit to buy the riiarei of ManekJI 
Petit Milli at a price of Ri. 8,060 and tell them for the next lettlement at a price of Ri. 8,800. 
For the flmt time in iti hiitory, the buying-in rule wai luipcnded. Petit a^eed to a compro* 
ndie and received the difference on the barii of Ra. 8,800 per ihare. 

1818. The aforecaid J. B. Dalai cornered ihaiei of Petit Milli. The banking oriria 
brought mattem to a head. Dalai friled with the collapie of the Credit Bank. On the ear> 
neit repreientatloni of the Board, memben who had lold ihane at Ri. 8,800 repurchaicd 
them at Ri. 8,600 and reeold at Rc. 8,000—^thui luffering a Bon of Hi. 1,800 per ihare. 

1018. The managing agenti in concert with othen effected a oomer in the iharea 
of the Madhavji MUli. ^rward deali were impended. There were two deftuilti by memben 
in the year and four more in the lubiequent year. 

1081. Mathundai Gokuldaa and hie Syndicate oomered the ihaiei of Fazulbhoy 
Mfllc. While the inued iharec were only 7,800, 14,000 Kaplii were applied for. A oomer 
waa declared and price wai fixed at Ri. 8166. The Svndicate lold 6,000 iham to Sir Faxul- 
bhoy Carrimbhoy at Ra. 1,660 c. d. 1. e. at a price higher than market price which had fallen 
to 1^. 1,400. 

Later, a partner in the Agenta* l^lrm and others connected with the Mills effected a 
comer in the riiira of the Finlay Mills. A low dividend of Ri. 86 waa first declared and iharer 
purohaaed at the depreiicd prices. A dividend of Ra. 186 Waa then deriared and although 
the ahmes Issued were only O^poo, the purehaaea amounted to 16,000 and more. Aftn 
the cocner, the price fell from Rs. 1,660 to Rs. 860. 

18^. Embpidened by their previom suooesaea, the syndloate of Mathuradaa Gokuldaa 
attempted a oomer in the riiares of many oonceroa, Kohfnoor, David, Currim, Bharucha, 
Bwaderiii* Nagpur etc. A member of the aj^icate waa also invohred on €hc Cottou Rxchan gc. 
Forward deali were stopped In Nagpur and Swadeshi ibarea and prioei were fixed. For the 
flnt time, a comer friled on the Stock Exehangc and Mathuradaa Qokuldaa had to pfurt with 
the Blanaging Agency of as many as five milla. One of the directors of the Stock-Exchange 
waa broker to me syndicate and as such did not vote op the deeirioiia taken. The Board 
passed a resolution that such directors must resign or may be removed by a tWo-thirdS majority 
of the Board. 

1088 Ootolier. A oomer took place in the shares of the Currim and David Mills. 
While the ahsres inued were only the amc^t sold exceeded 46.600. The ayndi* 

cate sold David shares at Rs. 1,860 which was much more than market price to Sir Sassoon 
who thm got the Managing Agency while Currim also was mortgaged to the same parties. 

1888. E. D. Sassoon and Co. Mills were sold to a syndicate for 6 croies. Preference 
ahaiee were tecerved for B. D. Sassoon and Co. while ordinary ^aiee of Rs. 4 erores were 
loaded on the gullible public at good premiums. As a matter of fact, the book-value of the 
coacems was about 8| ciores and real value perhape less thfin 8 ctoiee. TbiB shares of Rs. Iff 
nominal value ooUapsra to Rs. 8 immediatriy tbere-after. 

1880^ June. The exiriiange suspemki all dealingi. 

July. The onset of the crisis and depression saw all deals for account suspended and 
resomptfcMi was delayed till October. 

1888. The old Managiim Agency Firm of Currimbhoy Bbrahim and Sons failed 
six coflkpanlcgfreie involved. Memben whether dealing In the Shsoes or not subscribed to 
a q^ecial fund of Rs. 8 lakbs and all liabjuUes were diuy dM^aq^. . , 

1885. Olffloiillfes were caused by the Italy-AlvysriifiiiSrwin and deattngs for aceibimt 
in government securities wem suspend^. T)ie step ,wes approved by )>4phS| bjo^essmen etp. 

Men whcllbst'inlhe BiUlion Exchange crash tided to reCover by a great hear raid on the 
Stoek-Exchaiun Adiriw the toaUfalions to meet lossm oii, the SuBhooMriohange were ahmedr 
depicsritiig pilM. Fbrward deels were suspended but cash deals continued. 

waf ya^arneinflea^apse of pi^ in.Apfi) Bpp^^Mxehanjtei., ^ 

<1 
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Buyiag in Rtde 

llie power to suspend the “buying in rule” exists to 
operate in the opposite circumstances i.e. when bears have 
sold more stock than is available in the market and the 
ensuing concentration of supplies in the hands of the bulls 
enables them to dictate any prices. In such conditons of 
a comer, the automatic check of an increase in supplies is 
no longer operative. Suspension of the rule prevents any 
further rise in prices and has a tendency to attract such 
supplies as are still floating outside the market. The 
threat to terminate the suspension, when prices must 
fall, inclines bulls to propose more reasonably terms and 
bears to accept them. 

In the light of the foregoing analysis, it may well be 
doubted whether forward deals have any important 
economic function to perform in the interests of the 
economic system. Most of the situations envisaged above 
and the remedies considered seem to have a bearing only 
on speculation among members of the stock exchange 
themselves. The elimination of forward deals altogether, 
the introduction of banks as members of the stock exdiange 
as in Berlin, a rigorous enforcement of conditions of admi&> 
sion to stock exchange quotation, strict restrictions on the 
proclivities of directors and dficers of companies to mani> 
pulate and speculate in their own script,* these and other 
measures are the proper means to solve the investment 
problems of this country. It is instructive to note that the 
Calcutta Stock Exchange recognises no forward deals and 
the absence of this mechanism has not caused any incon* 
venience to the great industries there. 

Holidays 

Arbitrary declaratian of holida3n> has been a very 
common device'on the Bombay Stock Exchange to evade 
the copsequ^ficfs of critical si^ations. The Atlay inqiiiry 
revet(ie?|;lttiat.in a certain ye«:;^e Exchtmge was clos^ 
\l5fl fbr two ^loinre pa 

M to Itositioa CoitoBtitce. 



89S 


MODERN BANKING IN INDIA 


days and recorded full working on 66 days only. When 
the authorities of the Exchange were not inclined to fall 
in with the demand for closing, broker’s clerks took the 
law into their own hands and declared holidays. As usual, 
religion furnished the most easily availablie excuse for 
this anti-social behaviour. Under 1938 rules, these holidays 
are now limited to Sundays, December 27 to 30 and not more 
than 5 other holidays to be fixed by the Association at its 
discretion.* 


The Board of Directors are authorised to close the market 
at their discretion for not more than 24 hours. It is made 
clear that this authority is to be used to meet country-wide 
emergencies or international crisis like war, etc. A 
domestic crisis is spcifically excluded from the exercise 
of this power. An extension of the closing period requires 
the prior consent of government through its appropriate 
department. 


Banking Funds and Stock Exchanges 


We have noted that the character of each money market 
varies according as there is a smaller or larger scope for 
loans to bill-business, business in stocks and shares, ahd, in 
countries where banks are more or less localised,—^interbank 
needs. In London, the larger proportion of call loans 
generally finds its way into the bill-market. But in New 
York where the banking system lacked centralization of 
reserves and central banking facilities for a long time, the 
device of settlements every next day seems to have been 
adopted as a means of placing funds in an easily with¬ 
drawable manner. Even after the operation of the Federal 
Reserve System for more than a quarter of a century, the 
stock exchange continues to absorb the bulk of available 
short-term funds. It is possible that these sporadic in¬ 
jections and withdrawals of funds according to the needs 
of banks is an important factor in the wdl-known instabi- 


* Many taolMRyi an an amiable weakneaa of the Indian people. Baily In the preeent 
iiiry, bank hoBdan at Abottabad m nnpiefniia the oHenttte peoteated 

that It wovld be le« of a nnlasaiiee to them Ifpoetoaida aent to them Intbtoted Woiktilt daya 
instead of hoUdagral A tok mawaaer at Jqilandar keen on Joining a e rteh e t taaneat^Aineitaae 
ptOBQitly pul «m a hoUSTy aotloe. A nm on a bank WblA fet|iiriied 4t Itoiito^tw tMito 
nora the naaarw big town was staved off by means an a nn ou n se m enl of two days* hmlday* 
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lity of values on the New York stock exchange. In other 
coimtries, loans to the stock exchanges tend to approximate 
to the periods of settlement while the bill and discount 
market furnishes the banks with access to the funds of the 
central bank. 

It has been sometimes suggested that a large participa¬ 
tion in loans to the stock exchanges makes the banking 
system vulnerable to the ups and downs of security 
markets. The belief-seems hardly well-founded. When 
banks make such loans, it is their practice to protect them¬ 
selves with quite conservative margins. So long as this 
precaution is observed, there is no reason why banks should 
incur losses on this account. Experience proves that 
brokers’ loans are the most liquid and reliable of invest¬ 
ments. What difficulties have been encountered relate to 
loans to customers for that purpose. Looking at it from 
the standpoint of the economic system as a whole, it is 
the irresponsible and panicky behaviour of funds from non¬ 
banking sources which has caused grave embarrassments 
on the stock exchanges. Recent legislation in the United 
States is partly directed to squeeze out these non-banking 
sources from at least the official business on the stock 
exchange and to concentrate loans in the hands of banks. 

There is nevertheless a sense in which loans to the stock 
exchanges are a weakness to the management of the bank¬ 
ing system as a whole. Speculation on stock exchanges is 
speculation in price-differences. At certain times, the 
anticipated changes relate from one day to another and are 
apt to range over several points. Interest-rates as high as 
10 per cent, and even more mean nothing more than an 
insignificant fraction of a rupee for a day, week or month 
and as such are hardly calculated to check the course of 
events on the market. No effective means could be fotmd 
either to enforce ariy special rates of interest for the stock 
exchange which will not be evaded or impinge on other 
parts of the economic system, this inability to control 
stock-exchanges is a contrast to tiie ease and effeddvmiess 
with which interest rates rea^. the eccmmnic 
throu^ ^e mediuih of the bill and discount market. 
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It is sometimes thought that loans to stock exchanges 
im{dies a diversion of funds from legitimate trade and 
imhistry into speculation. The belief is founded on a 
misappr^ension which becomes clear when we follow the 
trail of such loans. If such a loan is used to buy an existing 
security, one of two things must happen. The receiver of 
the price may use it to repay a loan to a bank in which case 
indebtedness has been merely shifted from one person to 
another. Alternatively, the price realised may be used by 
the previous holder for consiunption purposes which means 
that the borrower must ultimately pass the scrip to some 
one with new savings. In either* case, the loan to the stock 
exchange has not affected the distribution of resources 
between saving and consumption. If the loan is applied to 
the purchase of a new scrip altogether, the bank has either 
supplied capital in anticipation of new savings or if the new 
scrip does not turn out well has enabled the speculator to 
finance his loss. To the extent the investment is justified, 
funds have been usefully applied to trade and industry. 
To the extent that the judgment has miscarried, there is a 
loss of new savings for which banks cannot in any way be 
saddled with blame. Unless banks rmdertake the direction 
of investment by acting as brokers, advisors or underwriters, 
their responsibility could not extent beyond making funds 
available whenever soimd and reliable security is offered. 


No statistics are available of the extent to which the 
Bombay Stock Exchange is dependent on funds from banks. 
It is probable that loans from banks do not hold any impor¬ 
tant- place in these dealings. Much of the speculation is 
und^aken by members on their o-wn account and the 
fimds are derived very largely from private sources.* 
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THE BOMBAY BULLION EXCHANGE 

Investment in precious metals has always held a great 
place in the Indian economy. It would be difficult to sSy 
whether the chief motive in the growth of this practice was 
the desire for ornamentation or for a secure store of value. 
It may be presumed that for all practical purposes neither 
motive could have grown to the strength it has without the 
presence of the other. This fact gives ground for the hope 
that if eitl^er of them is weakened on account of social or 
economic changes, the practice as such will disappear much 
more quickly than many people have dared to hope. 

Continuous absorption of precious metals as a store ol 
value is indeed inherent in the economic situation of India. 
In highly industrialised countries, the alternative to precious 
metals is houseownership which holds before the eyes of 
the ordinary man the very same assurance of solidity and 
tangibility with the additional attraction of some income as 
far as one may care to see. Till recently, India as a land 
of villages lacked this outlet for investment of the 
savings out moderate incomes. In advanced countries like 
England and the United States, house-building is estimated 
to absorb as much as half the annual national savings. In 
India, illiteracy, ignorance, insecurity, etc., may have aggra¬ 
vated the inclination to seek shelter in precious metals but 
the main cause has been the absence of alternative forms of 
investment. 

We have seen already that in more recent times, other 
forms of investment have been gaining very rapidly over 
this primitive way of storing value. Of total visible invest¬ 
ments,, tiie proportion invested in gold and i^ver has declined 
very impressively—although the absolute absorption in 
normal times still remains very large.* Indeed there is 
ground fbr the assertion ^at purely economic factors and 
economic consequences relating to movements in and but 
of precious metals have not received their due attenti^ 
while' ^e pari^ the steady, unvarytog social factors has 
been’ edmss^dihjg^ exag^ated;' Of course, harvest, 
•IV. il-u. 
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agricultural prices, festive and marriage seasons, etc., have 
been always reckoned in estimating the dmand tor metals 
and profits of the trade. But one factor has been generally 
left out of account and its economic implications not properly 
assessed, namely, the course of the exchange rate. 

A rise in the exchange rate is tantamount to an immediate 
reduction in the price of gold. Many people are tempted to 
take advantage of the apparent cheapness by their con> 
verting other forms of savings into gold and silver or fore> 
going a part of their normal consumption in order to add to 
their stocks of the precious metals. These artificially 
stimulated imports have to be paid for and actually result 
in a larger volume of exports than usual. This should 
explain how during a period of appreciation of the rupee 
like 1923-26, our ordinary imports did improve but exports 
actually outstripped them in a paradoxical manner. 

In other words, the harm from an appreciating exchange 
may not be visible in an actual striking increase in imports 
and a reduction in exports. The harm may take the shape 
of placing a premium on improductive investment in pre¬ 
cious metals and causing unnecessary exports in order to 
acquire the metals. 

A fall in the exchange rate reveals itself immediately 
as an increase in the price of gold. Two different develop¬ 
ment are recorded in our history. 

The prolonged fall in the exchange rate between 1871-93 
illustrates one type of development. The rise in the price 
of gold caused a perc^tible decline in ihe imports of gold. 
While a part of the resources thus saved may have gone 
into cmisumption, much the larger part seems to have 
converted itself into silver rupees. Witii silver as oixr 
standard, the price of silver in contrast with that of gold 
remained unchanged and thus brou^t it into favour. 
Almost all the silver imported in these years found its wiqt 
into die mint although only a part was added to the 
culatiom People preferred to hold thdr savings in fexsBt 
of currency rather than as ornaments. 
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The decline in imports of gold and an increase in ^ 
expenditure on consumption may have been a part of the 
explanation of the striking increase of imports as compared 
with exports which was noted as a paradoxical feature of 
those years by the Herschell Committee. 

When sterling and with it the rupee left their gold basis 
in September 1931, the situation was materially different. 
Among other changes, the advance of price of gold had 
come after a loAg period of 30 years of relative prosperity 
during which the coimtry had acquired a stock of gold 
of more than Rs. 500 crores. The rupee was now a token 
coin and the rupee price of silver followed the same direc¬ 
tion as gold price. The sensational increase in the price 
of gold and some increase in the price of silver were no 
ordinary temptations to make profits while the boom lasted. 
In six years after the abandonment of the gold standard, 
gold averaging to Rs. 50 crores per annum left the shores 
of India. 

There can be little doubt that a small part of this windfall 
was used for consumption i.e., to support the volume of 
imports. A large part found its way into investment. 
From 1931 to 1935, imports on the whole show much less 
elasticity than exports. There is nothing, however, in the 
composition of our imports to warrant the belief that we 
imported more capital goods in these years than formerly; 
the imports represent the usual consumption and invest¬ 
ment demand. The agricultural classes generally seem 
to have lost in favour of those classes which invest their 
savings in banks, postal saving deposits and cash certifi¬ 
cates, life assurance policies, etc. Currency made redun¬ 
dant by the severe fall of prices may also have replaced 
the former gold hoards on quite an appreciable scale. 

The Bullion Exchange 

It is natural that a market should have developed to 
facilitate these enormous dealings in precioua metals. The 
Bmnbay Bullion Exchange originated in the regular 
trading wlucb used to take place once on the pavements 
and footpaths of the Kalbadevi area. Systematic trading 
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began with the foundation as late as 1923 of the Bombay 
Bullion Exchange. As in the case of other markets, the 
discipline and control of this Exchange cannot be des¬ 
cribed as strict, although the Association has its manual 
of elaborate rules. Arbitrary closing of the Exchange has 
sometimes been complained of. 

Conditions in the Bullion Exchange are so inherently 
different from those on the stock exchange tiiat both in 
organisation and in general atmosphere the former presents 
quite an impressive contrast. In the first place. Bullion 
Exchange deals only in two commodities, the qualities of 
which are uniform and easily ascertainable. Secondly, 
prices of these commodities are determined in all ordinary 
circumstances by international conditions and some times, 
specific laws of particular countries. As a rule, they 
fiuctuate within narrow margins or in a manner which may 
be accurately foreseen by the instructed. It has been also 
claimed on behalf of the exchange that members have 
avoided difficult situations by refraining from imdertaking 
operations on behalf of persons of doubtful financial 
standing. These conditions make for a more even tenour 
of trade as also a less elaborate kind of organisation. 

Traders in Bullion Exchange fall into two classes, 
members and brokers. None but members are adihissible 
to the forward ring. Another difference between members 
and brokers is that when a party to a contract fails, the 
member is boimd to fulfil the contract. A broker placed 
in the same circumstances need only forego his commission 
and has no further penalties to incur. 

Deals are imdertaken under two forms of agency. In 
Katchi Adat, the member merely brings together the out¬ 
side client and the bazar party, charges the prescribed 
commission and incurs no liabilities for the ultimate ful¬ 
filment of the contract. In Pakki Adat, the member, 
although acting on behalf of an outsider, is a principal to 
the contract He may be called upon to buy or deliver the 
bullion as the case may be, or in the alternative, to pay the 
difference. When a member sells bullion on bdialf of a 
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client, it is customary for the latter to draw a hundi on 
the member. 

The unit of transactions on the exchange is the same 
lor cash as for forward business namely, 250 tolas for gold 
and 2,800 tolas for silver. But in the case of gold, the 
fineness prescribed is 90 fine for cash and 100 fine for for¬ 
ward business, a margin in the case of the latter up to 
94 being allowed. In case of imusual difficulties in delivery, 
the exchange has been known to alter the fineness to 
facilitate fulfilment of contracts. 

The exchange has a fixed scale of commission for all 
business. For ready deals, the commission is 3 pies per 
tola in the case of gold and 1 anna per 100 tolas in the case 
of silver. For forward business, the scale is 3 pies per 
tola for gold and 14 annas per 2,800 tolas for silver. 

The most important activity of the exchange is dealings 
in options, the so called teji and mandi transactions. ‘ Put * 
as usual is the right to sell bullion at the agreed price at 
some future date. Obviously, the party which buys the 
right expects that the price on that specific date will be 
less than the. agreed price. ‘ Call ’ is the right to buy bullion 
on similar conditions and is founded on the expectation 
that the price on the future date will rise. The agreed 
price is usually the market price of the day and the 
period of the option is generally between a fortnight to 
two months. The advantage of “put” or “call” lies in 
this if the expected change in the price is frustrated, the 
purchaser of the right may forego its exercise by paying 
down its price and thus limit his loss to the price. If a 
“ put ” were purchased at a price of annas 4 per 10 tolas, 
the maximum loss per unit i.e., the standard bar of 2,800 
tolas could be only 280 x 4 annas, i.e., Rs. 70. If the change 
in the price of bullion is so adverse that the exercise of 
the right will mean a loss of more than Rs. 70, it would be 
advantageous to forego the right and pay the penalty of 
Rs. 70. The actual deals are mudi more complicated since 
“put” and “call” are combined in a most bewildering 
manner of ways. 
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The Bank of India is in charge of the clearing i^rstem of 
the exchange. At the close of each account period, the 
Board of the Exchange fixes the making up price. If a 
member fails to deliver the bullion, the buyer buys it at 
the auction and the seller has to bear the price difference. 
The loss to the seller is, however, limited by the rule tiiat 
he will not pay per 100 tolas more than Rs. 3-8-0 above 
the market price fixed at the auction for the next settle* 
ment. The advantage of a comer to raise the price against 
the seller is thus severely restricted. Perhaps the fact that 
the price of the commodities cannot under normal circiun* 
stances widen very much makes such regulation practicable 
and effective. 

Ill 

LIFE INSURANCE 

In analysing the disposal of our annual savings, we have 
recorded how life assurance funds have grown in a remark¬ 
able manner since 1920 and how the pace has been more 
rapid since 1930. The figures available for the latest year 
1937 reveal that the aggregate life assurance business in 
force is 277 crores for private companies and 19 crores for 
the post office insurance scheme. The aggregate premium 
income for the year i.e., the contribution of the public 
towards life insurance in that year exceeded Rs. 15 crores 
as against 6| crores in 1928.* 

There is little doubt that there is still a good deal of 
scope for further expansion in this kind of investment. 
Some indication on this point is offered by the average 
sum assured in the new policies from one year to another. 



Indian Companies. 

Rs. 

Non-Indian Companies 
Rs. 

— 

Insurance. 

Rs. 


imiH 

1,628 

8,086 




1,484 

2,970 

1,610 



1,764 

8,400 

1,690 



1,528 

8,218 

1,978 



1,541 

8,418 

2,070 



1,504 

81148 

21157 


HMi 

1,485 

8,080 

8,150 


• l»a8 1090 1900 1081 1089 1088 108« 1085 1986 1087 

Total AMuranee 

in force ... 185 155 168 184 . 388 858 978 396 

Premium 

Income ... 6.8 7.9 8.6 9.8 . 11.8 18.9 18.9 15.1 
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The Indian companies are obviously supporting the main 
biurdw of reaching the less well-to-do classes of our people. 
In a country where about 42 lakhs of account holders in 
the postal savings banks show a per head claim of Rs. 193 
only, an average sum assured of about Rs. 1,500 is still 
relatively high. Besides, the figures for the last few years 
do not disclose any tendency to fall, which suggests that 
new and lower income-classes have yet to be persuaded 
to adopt this form of saving. 

The maimer in which insurance companies invest their 
funds is bound to be a factor of growing importance in 
the long term capital market. The following distribution 
of their funds by Indian life assurance companies which 
account for 184 crores out of a total business in force of 
296 crores in 1937 should be sufficiently* illustrative of the 
point. 


1937 (figures in crores.)* 


Indian Government Securities 
Municipal, Improvement Trust Bonds 
Mortgage on Property 
Land and House Property 
Shares in Industrial Companies 


28-2 

5-2 

21 

3- 2 

4- 1 


Total 


32-8 


Other Investments 


23-1 


Grand Total 


55-9 


« This distribution of assets does tiot give an aocurate piottne of the practice of the 
majority of Indian Companies. For. the figures axe inclusive of the Oriental Insurance Com* 
pany whi^ aoeounU fbr about half the investments. It invests vm largely in government 
securities and for the reason quotes the highest premium rates. The ezdusion of Oriental 
Insuianoe Company alters the percentage share of eaeh type of investments in the foUowiag 
stricldng manner. 

Parcantafia to Total Invaatmanta. 

All Indian All Indian Companies ex* 

Companies Oriental Assurance Co. 

14 16 

61 ' 65 

12 15 

6 10 

5 T 

12 17 T . 


Loans and mortgages ... 

Indian Govemment Securittes 
Other Gilt-edged Securities... 
Shares ... 

Landed and House Property 
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It is clear that insurance companies althou^ in a much 
stronger position than banks are in no way more venture* 
some. While investment in governmmt securities is 
essential to a certain extent, these concerns could easily 
cultivate some of oiur neglected fields of investment like 
industrial debentures; house buildipjg societies, etc. At 
present, their contribution to the great task of cultivating 
new invesment habits lies only in life insurance as such. 

rv 

POSTAL SAVINGS BANK & CASH CERTIFICATES 

Post office savings banks and postal cash certificates are 
the most far-reaching agency created by government to 
attract the small investor in this country. First established 
in 1882, postal savings banks supplanted before the close of 
the century the pre-existing district savings banks and the 
Presidency towns government savings banks and today they 
show 230 head branches and 11879 sub-branches. The 
extent of their operations will be better realised when it is 
recalled that towns with a population of 5000 and over 
aggregate in India to about 2300 only. 

The limits on deposits than can be made in any single year 
and the total balance that can be held by a single depositor 
are now Rs. 750 and Rs. 5000 respectively while the limit for 
balance in the accounts of minors is Rs. 1000 only. Various 
suggestions have been made to raise the limits, allow deposit 
and withdrawal by cheques, facilitate joint-accounts and 
payment to survivors, increase the number of pffices, extend 
as in the United Kingdom the local obligation to pay or 
receive into a general obligation valid in all parts of India 
etc. As we have already stressed, joint stock banks now offer 
similar facilities and inducements with the result that the 
growth of savings deposits has been most remarkable."' The 
limits, for example, fixed by the Imperial Bank of India 
for its savings bank accounts are Rs. 5000 in any single year 
and Rs. 10,000 for the maximum balance permitted in an 
account. Not more than one withdrawal is allowed per 
week. 

• FM 8 . 1 BI SIT iiute XXI, xxn. XXV and XXVI. 
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We have had occasion to remark on the enmmous growth 
of small savings which has occurred since 1930. The growth 
in the case of postal savings has occurred very largely 
by an increase in the number of depositors. About 8 lakhs 
in 1900, the figures stood at 18 lakhs in 1920 and 24 lakhs in 
1930. Although the number of banks has not varied much 
since 1920, the number of depositors rose to more than 42 
lakhs in 1938-39. 

The average balance in each bank has natiirally kept pace 
with the growth of the number of depositors. But it is 
noteworthy that the deposit per head which was fairly 
stable or slowly progressing till 1930 moimted with aston¬ 
ishing speed in the depression years thereafter. Several 
causes of varying import have been at work to bring about 
this result. It is more tiian probable that fixed deposits at 
banks have lost their attraction with the great fall of 
interest rates. A part of the improvement is accounted for 
by the phenomenal exports of gold, hoards being to an 
extent converted into this form of savings deposit. A third 
cause which might explain the contrast between the 
behaviour of fixed deposits and postal savings deposits is 
that with the great fall of prices, the number of well-to-do 
persons e.g., assees to the income-tax ceased to grow while 
the margin for saving of those classes which depend on fixed 
or relatively inelastic incomes was very much enlarged.* 
These remarks hold good for postal cash certificates also.f 

V 

THE RUPEE DEBT AND GOVERNMENT 
BORROWING POLICY 

In almost all countries which are now in the van of 
industrial and economic progress, the creation of public 
debt led the way to the investment habit which became 
subsequently the foundation of their ccmunercial and indus¬ 
trial achievement. Since the political dependence of India 
on England made this country an outlet for tiie investment 
of British capital, it was hardly to be expected that the 
growth of a domestic investment habit should have any 

• F|>. 55>6«. 
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place, whether as the most important bsre^roduct or a 
part of the main objective itself, in the policy of public 
loans. As a matter of fact, it was the settled belief and 
policy of the government of this country before the world- 
war that not more than 5 crores could or should be raised 
in the Indian market in any single year. It was only imder 
the stress and compulsion of the world-war that the 
potentialities of the Indian market were first properly 
assessed and in the short space of three years 1917-1919, 
loans aggregating to more than 130 crores were raised. In 
the ensuing years of deficit budget, reconstruction expendi¬ 
ture, development of railways, irrigation, forests, reclama¬ 
tions and many other miscellaneous objects of provincial 
concern, the experience of the war proved a turning point 
in policy and the same steady rate of borrowing, about 30 
crores a year, was maintain^ till the onset of the Great 
Depression in 1930. 

A little before the outbreak of the world-war, about 1910, 
an important change took place in the relative attractive¬ 
ness of the two markets. A persistent disparity between the 
prices of rupee security in India and sterling security in 
England made it clear that so far as India was concerned, 
the United Kingdom had become a dearer market to borrow 
in. This dearness, explained in various ways, has become 
even more marked recently and is bound to work as an 
overriding factor in all our future borrowing. 

The great war initiated a trend in interest-rates which has 
changed the composition of our public debt. It was obvious 
that the high levels causedl by the war coulfd be only 
temporary and must in due course be followed by a more 
or less long period of falling rates. Funds were therefore 
raised by means of terminable loans which accoimt today 
for the bulk of our public indebtedness. 

As the bulk of our public debt is covered by productive 
assets like railways, irrigation works, etc., it has not the 
regrettable meaning which it has in many other countries. 
It is true of course that the expenditure of these loans could 
have been so managed as to expedite the creation and growth 
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of Indian industries in the place of British industries. But 
apart from this omission, it could not be argued that our 
public debt deprived private trade and industry of the 
resources it needed more urgently. It would be more 
legitimate to criticise our borrowing programme on the 
groimd that it took no accoimt of the condition of the 
market and the state of trade and business generally. Our 
loans and programme of public investments have ^en so 
timed that they have sometimes aggravated the pressure 
on funds and at other times, avoided taking advantage of 
idle savings and assisting investment. In the years of 
abundant funds 1930-38, for example, government showed 
themselves keen on conversion operations and in no year 
did the tender of cash accepted in the loans exceed 20 crores. 
In most years, the tender accepted fell much below 15 crores. 

So long as borrowing is imdertaken for productive pur¬ 
poses and the credit of the government is high, the public 
debt performs an important service towards banking and 
business. It supplies the market with the most markettable 
kind of security. Ordinary banks find in it a means of 
cyclical or secular adaptation while the central bank depends 
on it within the limits of its character or law, for open 
market operations. Individuals and business look on it as 
an investment and the most dependable means to raise loans. 

On 31st March 1939, the aggregate rupee debt of the 
Government of India and provincial governments stood at 
about 440 crores and the sterling debt at about £300m. To 
the rupee debt, we must add the loans of independent bodies 
like the corporations of Bombay, Calcutta, etc., which have 
statutary powers to borrow directly on their own account. 
The rupee debt of governments thus was more than twice 
the average note-circulation and more than one and a half 
times the fixed and current deposits of banks with a paid-up 
capital of 1 lakh and more. It is very unlikely that of the 
aggregate public debt of India, more than 150 crores of the 
rupee debt was held by all commercial and co-operative 
banks put togeth^. If Hhs export surplus of the war years 
were now used to repatriate our foreign debt, a great 



^ MODERN BANKING IN INDIA 

(^portunity will have been availed of to widen greatly our 
security market. 

VI 

V AGRICULTURE AND LONG-TERM CAPITALf 

The supply of long-term capital to the peasant and 
cultivator is one of those economic problems of India which 
have yet to be dealt with on any significant scale. With the 
money-lender and other indigenous agencies of rural credit, 
there hardly exists a distinction between short-term and 
long-term finance. In spite of changes of law and status, 
their mutual relationships still retain the basic elements of 
a hereditary joint enterprise. Co-operation which aspires 
to replace these ancient agencies has avowedly concentrated 
itself on the supply of seasonal or at the most intermediate 
credit. There is a general agreement that long-term finance 
must be undertaken by a special type of organization like 
land-mortgage banks. 

It is unlikely that one uniform type of credit agency will 
be able to satisfy the long term needs of different classes of 
agriculturists. Ihe big landlord or zemindar should be able 
in all ordinary circumstances to raise fimds from commer¬ 
cial banks in the country. For the small agriculturists, 
mutual guarantee, and intimate knowledge and association 
implied in co-operation are probably the only basis on which 
funds could be raised and banking operations managed 
with success. A partial modification of the co-operative 
basis may be necessary to the extent that the short-comings 
of agriculturists in business ability, knowledge, etc., have to 
be remedied by the admission of non-agricultural persons 
into the management and organisation of such institutions. 
As the Banking Enquiry Committee well observed, " While 
mutual knowledge of, and control over, one another among 
members is the insistent feature in the case of the unlimited 
liability credit society, the insistence in the case of a land 
mortgage credit society with limited liability is on the 
capacity and business habits of the directorate in order to 
ensure sound valuation of security, careful investigation of 
titles, correct assessment of borrowers’ credit and repaying 
capacity and efficient management of affairs.” 

t See pp. 177-180 j a8(K68. 



THE LONG TERM CAPITAL MARKET 


m 


In 1937-38, there were 166 land mortgage banks in Briti^ 
India and 35 more in Native States. Only a few provinces 
and States like Bombay, Madras and Mysore have central 
land mortgage banks while the bulk is composed of primary 
land mortgage banks or societies.* The share capital, 
debentures, and loans received from central banks and 
societies of the aforesaid 166 societies in British India 
aggregate to less than 2i crofes. Provincial governments 
have appointed their ofiSoers on the management of these 
banks and services of officers of the revenue or co-opera¬ 
tion departments have been placed at their disposal. 


In defining the area over which these banks or societies 
have to operate, physical difficulties of transport, etc., have 
to be carefully weighed. The Punjab and Bombay provin¬ 
ces have adopted the same territorial unit, the tehsil or 
Taluka and more often the district. In Madras, a radius of 
5 miles is judged more appropriate and there is a further 
tendency to limit the banks to fertile areas. Where the 
district is selected as the area it has been found that the 
bulk of applications is drawn from the area in the 
neighbourhood of the headquarters of the banks, the more 
distant tehsils or talukas finding the procedure more expen¬ 
sive or not easily available. 

Equally with management, finance is the crux of the 
problem. It is clear that share capital cannot furnish more 
than a fraction of the working fund. It may not be practi¬ 
cable or indeed desirable to depend on short-term deposits 
for investments which must extend over 10 to 20 years, if 
not indeed longer. In Bengal, deposits running from 2 to 5 
years have been raised. But it is still a question to be 
decided whether it would not be wiser in the long run to 
prohibit the acceptance of deposits or at least to limit them 
as to currency, volume, etc. 

The flotation of debentures must, therefore, be the chief 
means of raising the necessary working funds. The success 
of debentures depends entirely on the status of the 
authority which issues them or on the guarantees offere4> 


« <a) Botod* bM a oentnl L. Bank Imt It daala dliaotiy with aerleultiitiitg. $o alio 
f twfm othca Btataa mibu Coobin l^wvaiioBta. 

, <b) In Ban^ tha Pmdab and tha C. P.t TmfnM Coopaintlva Bnakt aet at iMovia- 
aial tana tnortgaga oanka. 
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Since primary banks can hardly conunand the requisite 
prestige and credit, the central land mortgage bank as in 
Madras seems to be best qualified to undertake the respon¬ 
sibility. The guarantees in vogue are of two kinds. In some 
cases, the provincial government have given guarantees as 
to either principal or interest or both and in Bombay and 
elsewhere have even subscribed to them. In most cases, 
the debentures enjoy the privilege and status of trustee 
securities. The other form of guarantee consists in the 
limitation of the issue of debentures. It has been suggested 
that the volume of debentures should not exceed 15 to 20 
times the paid-up capital of the issuing mortgage banks or 
1/2 the value of property mortgaged to them. As primary 
societies cannot fioat debentures, their working fund 
is composed largely of loans from central land mortgage 
banks.* 

Safety of funds is sought not only by conservative 
managenient but also by various restrictions on lending. 
It has been the practice in Bombay not to advance, more 
than half the value of mortgaged property. In Bombay 
and Bengal, loans are further limited to 10 to 20 times 
the share capital of the borrower. In the Punjab, the limit 
prescribed is 30 times the land revenue paid by the 


• 

Capital and 
other 
liabUitiee. 

(in 0008) 

Percentage 
of pd^Y’^tal 

Percentage 
of Debenture! 
tol 

Percentage 
of loam 
flK>m C. C. 
L. M.Bank 
to 1. 

Bombay Provindal Co-Op. Land 
Mortgage Bank Ltd. 

8100 

19.6 

77.1 


Nartk Dist. Co-Op. Land Mort¬ 
gage Bank Ltd. 1988 June ... 

118 

10.9 


77.1 

Surat Diet. Co-Op. Land Mort¬ 
gage Bank Ltd. 

188 

18.0 


78.1 

Dtaarwar Dbt. Co-Op. Land 
Mortgage Auik Ltd. 

880 

4.T 


77.8 

Belgaum Dift. Co^. Land 
Moitgage Bimk Ltd. 

184 

10.8 


88.1 

Fadioia Taluka Co-op. Land 
Mortgage Bank Ltd. 

860 

4.0 


74.9 

Land Blortgage 

178 

8.7 


89.6 

Poona Diet, Co-op. Land 
Mortg^ Bank I^td. 

800 

8.0 


88w7 

Bait lOiandcili Diit. Co-op. 
LandMortgageBimkLtd ... 

188 

16.7 


80.8 
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borrower. It has been suggested that the maximum 
advance should not exceed a certain figure, two, five or ten 
thousand being mentioned. Periods for which loans should 
run are defined variously in different provinces. Equated 
payments are spread over 16^ years in Madras while 
periods of 10 to 20 years or 20 to 30 years are either sug¬ 
gested or in vogue in other provinces. 

The quesHiion of management and co-ordination is, as 
stressed above, not less important than that of finance. 
Defaults, accumulation of over-dues, favouritism in the 
grant of loans, the misuse of their position by directors 
to seciire loans for themselves are evils to which these 
societies are as prone as the ordinary co-operative credit 
societies. The spirit and working of central co-operative 
land mortgage banks no less than the needs of agriculture 
would obviously be better served if joint stock banks were 
persuaded to become members of the central institutions. 
A more difficult and urgent problem is to co-ordinate the 
working of mortgage banks and ordinary co-operative 


♦ Peroentage 
of applica¬ 
tions granted 
to total 
applications. 

Loan per ap¬ 
plicant. 

Peroentage 
of loans due 
ftom members 
to 

liabiUties. 

Cash and 
Bank 
Balances. 
Percentage 

UabUities. 

Nasik Dist. Ohop, Land 

Mortgage Bank Ltd. ... 1986 

1987 

1988 

19.7 

46.8 

60.8 

1,418 

1,118 

1,080 

92.4 

87.8 

1.8 

Surat Dist. Co-op. Land 

Mortgage Baiw Ltd. ... 1987 

1988 

1989 

26.7 

21.9 

1,282 

2,990 

2,164 

88.8 

0.6 

Dbarwar Dist. Co-op. Land 
Mortgage Bank Ltd. ... 1986 
1989 

14.7 

II 

76.8 

74.7 

6.9 

Bdgaum Dist. Co-op. Land 
Mcfftgage Bank Lt^ ... 1989 



90.7 

9.7 

Fachora TAluka Co-op. Land 
Mortgage Bank Ltd. ... 1989 


838 

74.8 


Hubll Dist. Co-op. Land 

Mortgage Bank Ltd. ... 1989 



89.6 


Poona Dist. Co-op. Land 

••• Tl 

1989 J 

^ M.8 

1,170 

9141 

. 1.7 

Bast Khmdeaii Dist. Co-op. Land 
Mortgage Bank Ltd. ... 19881 
to 

Ii89j 


1,880 

86.6 

1,8 
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credit societies. Their mutual co-operation cannot but be 
of mutual advantage. At the same time, every pre¬ 
caution has to be taken in order that only solvent and 
well-managed societies of the latter class should be admit¬ 
ted to such participation in the activities of mortgage banks. 

In the existing circumstances, the main service of land 
mortgage banks must be to release the small land-owner 
and cultivator from his load of past indebtedness. In 
other words, the debt to the private money-lender with 
its high rate of interest is to be replaced with a debt to 
the land mortgage bank at a lower rate of interest* and an 
arrangement for systematic repayment has to be enforced. 
It is obvious that this alleviation of burdens will be a 
genuine service to agriculture only to the extent that high 
rates of interest are the chief cause of the agriculturist’s 
continued indebtedness and he is willing to adopt a higher 
standard of business ethics towards land mortgage banks. 
Till this vast load of indebtedness inherited from the past 
is liquidated, questions of improvement of land, technique 
of production, etc., must stand inevitably postponed. As 
a matter of fact, the bulk of the present loans of land 
mortgage is intended for liquidating old debts incxirred 
largely for non-productive purposes.t 


* The primary baaki in Bombay Provinee*lend to their member borrowen at 0 per cent, 
bile the Provincial Land Mortgage Bank lenda them at 4| per cent. 


t In Percentages of Total Loans. 

Loans for 
repayment of 
Old Debts. 


The Punjab. 1020-80 

46.8 

Nasik Diet. Co-op. Land 

Mortgage Bank Ltd. 1036-88 

04.8 

Dharwar Dist. Co-op. Land 
Mortgage Bank Ltd. 1086 


Paebora Taluka Co-op. Land 
Mortgage Bank Ltd. 

04.8 

Poona Dist. Co-op. Land 

Mortgage Bank Ltd. 1086-80 

87.8 

JBast Khandesh Dist Co-op. Land 
Mortgage Bank Ltd. 1086 
to y 

1080j 



Loans for Percentage 

Land Pur> Land Im- of recove- 

chase or re- provement. ries to dues, 
dempUon. 

46.8 6.8 . 

4.1 8t.O 

. 48.4 

8.8 . 88.8 

0.0 4.8 . 


66.4 
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EPILOGUE 

As we arrive at the conclusion of our study, India finds 
herself entangled in another great war. While none can 
predict the course of events, there can be no doubt that, 
as the conflict prolongs itself, Indian banking will show 
iiicreasing marks of it. At this early stage, we could only 
attempt to indicate broadly the conditions which must 
shape the immediate future. 

It is unlikely that the Government of India will sever 
the link which ties the rupee to the sterling. The foreign 
exchange market of London and with it the foreign trade 
of the United Kingdom are, however, being subjected to 
more and more restrictions. The sterling link has there¬ 
fore little significance for our trade with the United King¬ 
dom which W 61 S its main justification. The main question 
in this aspect of our economy is how the United Kingdom 
proposes to pay us for the excess of our exports which she 
must purchase from us at whatever prices. The acquisi¬ 
tion of all foreign securities in the United Kingdom by 
the British Treasury and the power taken by it to pur¬ 
chase them at their market value suggest that the same 
course could be adopted towards India. The sterling 
securities held in London on account of the Indian debt 
to Britain should be acquired in the same manner and 
used to discharge the commercial liabilities to this coun¬ 
try on account of the war. India has a right to claim, at 
least at this late stage in Indo-British relationship, reptria- 
tion of her debt held abroad. 

With a rigid control of foreign exchanges, England is 
free to shape her currency and credit measures with 
ejcclusive attention on her domestic exigencies. Her efforts 
are now concentrated on securing resources for war by 
direct curtailment of consumption instead of indirectly by 
means of inflation and rise of prices. The position of India 
and the objectives of her policy are and should be inevit¬ 
ably different. With her trade with non-European 
countries still largely open, the depreciation of her 
exchanges with non-sterling countries and the war demand 
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for her commodities have caused a rapid rise of price* 
level tiU by December 1939 the pre 1929 level has been 
attained. Ihe questions with which we are now confronted 
are how far we shall permit prices to raise and whether, 
to hold them in check, we shall link ourselves with more 
stable currencies like the dollar and or adopt unusual 
measvires like general export duties and subsidies to some 
if not all of our imports.* 

Questions of domestic development are no less important 
and urgent. The war demand is essentially a demand con¬ 
centrated on consumption goods and destruction goods. 
While the prospect of immediate profits is boimd to cause 
an over-expansion of these industries, it is doubtful 
whether such over-expansion is in conformity with the 
true long-run interests of this country. Measures are 
necessary to assure an adequate supply of capital to and 
investment in those lines of production which are sadly 
lacking in this country and for which war offers unusual 
opportunities. This necessitates, however, a substantial 
reversal of a free economy policy. When leading countries 
of the world are belligerent and regiment their economies 
for the purposes of war, the free economies of other countries 
run the danger of being themselves harnessed and sub¬ 
ordinated to the schemes and requirements of the 
belligerents. In circumstances like these, tiie autarchy 
of belligerent countries has to be confronted with some 
measure of national planning by others, if only to escape 
consequences of the former. 



to.tn 
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or less at their low leveL The period of peace had ended, 
as we have noted already, with bankers’ investments in 
government and other securities at unprecendentedly high 
levels. As war demand for commodities enlarges the 
volume of borrowing by trade and industry raises 
customers’ rates, securities must tend to be replaced with 
loans and advances. To the extent that government 
borrows unproductively, it will aggravate this shift of 
long-term funds into employment as working capital while 
the extent to which sterling debt is repatriated may work 
as an automatic check. The more open market rates are 
held low, the greater will be the pressure for loans and the 
usual spiral of inflation and rising prices will ensue. 
Long-term investment in the meanwhile will continue at a 
low ebb.* 


With a rigidly controlled foreign exchange market and 
a scale of relative demands furnished by a definite objec¬ 
tive like the prosecution of war, interest rates in England 
have only a formal significance. With a largely uncon¬ 
trolled economy like that of India, interest-rates are a real 
and active force of regulation. With a continuous upward 
pressure on short rates, we are confronted with the ques¬ 
tion how far long-term investment is to be allowed to lag 
in order to facilitate the supply of war materials from our 
existing industries. 

The war economy has to cope with shortage in many 
requirements some of which only have an equal significance 
for life in peace-time. Ship-building, machinery of various 
kinds, chemicals of all kinds are relevant examples. Pru¬ 
dence dictates that India should concentrate on the creation 
of these industries rather than exploitation of existing 
industries for profits arising out of war. Such a policy 
presents a two-fold problem. A part of the flow of economic 


* Inter-bank Call Three Month’s 8| per cent. Paper 
rate (Bombay. dep^t Yield. 

(Bombay) 


ee« let week 


1988 

1 

1989 

1988 

11 

1989 

9 

Anir. 

1988 

8.58 

1989 

8.69 

End week 


1 

If 

If 

9f 

Sept. 

8.89 

4.11 

8rd week 


11 


9 

9f 

Oct. 

8J8 

4.18 

4th week 



n 

9-8f 

24 

Nov, 

8.56 

4.08 

Bnd 


91 

9f 

9t 

Deo. 

8.56 

8.99 
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resources into production of conunodities which offer 
inunediate profits but have little significance for the future 
must be diverted into these new industries as long-term 
investment. Excess profits tax and export duties are 
examples of measures which could be employed for this 
purpose. Secondly, as private enterprise is not likely to be 
attracted in war times into such entirely new ventures, it 
has to be decided whether the State itself ^diould undertake 
the initiative or depend on subsidies, administrative control 
and actions, etc., to secure the objective. 

As things are, the demand deposits of scheduled banks 
show a striking upward trend in the first three months of 
the war while fixed deposits have actually declined a little. 
The proportion of advances and discounts to demand and 
time liabilities reveal a fast growing demand for short-term 
acconunodation which has been supplied entirely out of a 
reduction in investments. Ca^ and balances with the 
Reserve Bank have, if anything, moved on a higher plane.* 

Much more significant is the expansion of cash which 
occurred to stimulate and support changes in the volume 
of cash held by the public and price-level recorded above. 


The initiative of scheduled banks accounts for a part only 
of the expansion. Scheduled banks can add to their cash in 
two ways. They can withdraw their deposits at the Reserve 
Bank to the extent that these are in excess of legal require¬ 
ments. Secondly, they may raise loans and advances, dis¬ 
count and sell domestic bills or dispose of similar assets 
acquired abroad to the Reserve Bank. Between August 
and December 1939, the deposits of scheduled banks have 
fallen by about 8 crores, loans advances and bills discount¬ 
ed or sold at the Reserve Bank record an advance of about 
another 8 crores while the balances held abroad by the 
Reserve Bank have risen by about 5 crores. Corresponding 
to these three items aggregating to about 21 crores, there is 


* Demand-Deposits, 
(lakhs.) 

Oct. Kov. Dec. 
1088 ... 184 184 181 

1088 180 148 148 


Scheduled Banks Advances and Dis* Cash (% of demand 
Time-Dmeits. counts. (% of de- and time UaMltles.) 

(laknO mand A time ItaUttties.) 

Oct Nov. Dec. Oct. Nov. Deo. Oot. Kov. Deo» 

108 108 107 48.0 44.8 47.8 11.7 0.8 7.7 

100 100 108 47.8 40.8 88.8 10.4 10.7 0, 
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a fall to the same extent in the volume of Notes and Coin 
held in the Banking Department. 

The greater part of the expansion of the cash basis has 
occvurred at the initiative of the Reserve Bank itself. As 
against a steady sterling exchange at Is. 5-15/16d. from July 
to December 1938, the rate in 1939 advanced to Is. 5-63/65 d. 
in October, Is. 6d. in November and Is. 6'-l/64d. in December. 
To coimteract this buoyancy, the Reserve Bank acquired 
sterling securities to the extent of about 37 crores and issued 
notes in India against them. The Bank Rate remained un¬ 
changed at 3 per cent, throughout. 

Thus, currency has been expanded to the tune of 21 crores 
on the initiative of scheduled banks and 37 crores on the 
initiative of the Reserve Bank, making up a grand total of 
58 crores. The expansion has taken the form of a rise in 
note circulation of 50 crores and a fall in the rupees and 
coins of the Issue Department of about 8 crores. 

TABLE XXXV 



Average number 
of depositoTS 
per Banks 

— 

Total number of 
Depodton (000s) 

Number of head 
branch. 

Number of 

Sub brandi. 

Average Balance 
in each account. 

Average Balance 
per Depodtm'. 

Closing Balance 
(lakhs). 

l| 

Government 
securities held 
in custody 
(Lakhs) 

1600 

... 

... 



... 

... 

686 

... 

... 

1000 

... 

816 



... 

128 


... 

... 

1010 

... 

1480 



... 

118 

1602 

• •• 

... 

1011 

... 

1601 



... 

126 

1800 

... 

... 

1020-21 

... 

1877 



... 

121 

2286 

486 

460 

1026-26 

... 

2817 



... 

117 

... 


402 

1026-27 

200.0 

... 

265 

11700 

24608 

117 

2060 


... 

1027-28 

211 

2706 

266 

12070 

26602 

126 

8266 

... 

... 

1028-20 

162.6 

... 

266 

12166 

27606 

170 

8440 

... 

... 

1020-80 

180.6 

... 

266 

12612 

20081 

161 

8718 

... 

... 

1080*81 

102.8 

2477 

266 

12600 

88892 

140 

8702 


678 

1086-86 

... 

8641 

... 

... 

... 

... 

... 

... 

... 

1086-87 

... 

... 

... 

... 

... 

... 

... 

6440 

... 

1087-88 

200.8 

... 

280 

12401 

61860 

204 

7740 

... 

... 

1088*80 

860^.9 

4241 

280 

11870 

67602 

108 

8186 

... 

1077 
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Foreign Trade, finance of, 165 ; 
Indian share in financing, 165-6 
174-5, 176-7 ; 

Fowler Committee, 5. 

France, Bank of, 266. 

General Bank of India, 1. 

Gilbart, 365. 

Gold and Silver, see under Bullion 
Exchange. 

Government and Banking, 322-8. 

Grant. T. A. K., 39n. 

Gray, A. G., on expense of branch 
banking, 240n. 

Grindlay and Co, 314. 

Gross profits rate, 69, 186, 195, 
213, 234-5, 243-5. 

Har Kishan Lall, 304, 333. 

Hastings, Warren, 2. 

Hawtrey, R.G. 38. 

Herschell Commission, 5. 

Hilton Young Commission, 59, 246. 

Hindusthan, Bank of, 3. 

Hindusthan Bank, Multan, 296. 

Hundis, see under Bill of Exchange. 

Imperial Bank of India, 20, 22, 57, 
65, 104, 176; Preisidency Banks 
amalgamation, 75 ; causes of amal¬ 
gamation, 75; legal restrictions. 
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75 , 75n, 78, 84, 00; relative 

size, 79; competition with other 
banks, 20, 81, 86-7, 89; composi¬ 
tion of ownership, 91-2; compo¬ 
sition of executive, 77, 95; aid 
to other banks, 90; central bank¬ 
ing functions, 79, 82 ; privileged 
position, 80, 84, 856-, 323-4. 

public balances, 80, 88-9, 95 \ 
public debts, 77 ; seasonal finance, 
93-4, 117-8, 122, 128, 283-4; 

and branch banking 22, 78, 81; 
rates policy, 82-83, 87-8 ; Reserve 
Bank of India, 96; balance- 
sheets, 131, 136 ; profit and loss 
account, 85, 236. 

Imports, finance of, see under 
foreign trade. 

Indian Bank, Madras, 71, 132, 221- 
25; deposit-rates, 61n. 

Indian joint stock banks, progress, 
7, 15-6, relative position,'see bank 
deposits ; concentration, see under 
that head. 

Indian Specie Bank, 308. 

Indigenous bankers, 126. 

^ Industry and banks, 13, 147-9’ 

152,53, 162-5. 

Industrial Banking, 150, 156; diffi" 
culties and precautions, 148-9, 
150-1, 158-60 and liquidity, 153- 
55; and shiftability, 155, in Great 
Britain, 153, 160; in France, 
153-4; 161, in India, 152, 157^ 
162-5. 

Induatrial and Exchange Bank of 
India, 163n. 

Insurance, relative position, 13; 
future, 400-1; investments of, 
401— 2 ; average size of policy, 
400. 

Interest rates, 56n, 68n, 73-4; 

lending rates, 59-60; rates charged 
to public, 64-5; open market 
rates, 65; on demand loans, 65; 
hundi rate, 65; territorial dis¬ 
parities, 194-5. 


Investments, Big Five, 181-2 ; 186^ 
198-4, 200, 1205, 222; Imperial 
Bank of India, 181-2 ; relative 
importance, 131-2, 184; com¬ 

position of, 135; long term, 869- 
70; in precious metals, 12, 395-7. 

Jaffer Joosab, 300. 

Joint stock banks-origin, 1; 342. 

Karachi Bank, 292n. 

Kathiawar and Ahmcdabad Corpora¬ 
tion, 290. 

Kemmerer, 45n. 

Keynes, J. M., 38, 47, 246. 

Kisch, 50n, 264n. 

Land mortgage banks, central, 406- 
415; management, 406, 408-9; 
and debentures, 407-8; sources 
of funds, 408n; application of 
funds, 409n; purposes of loans, 
415n. 

Life assurance, see under Insurance. 

Liquidity, see under Industrial Bank¬ 
ing. 

Lloyds Bank, 150n. 

Loans Offices, 144-5. 

Loans, see under advances; mort¬ 
gage 64. 

London Stock Exchange, 870, 372, 
876, 378, 381-2. 

Macmillan Committee, 884, 388, 

392-3. 

Mistri, 300. 

Money market, 118; bill-market, 
see under Bills of Exchange; and 
stock exchange 892-4; inter¬ 
bank loans, 264. 

Multanis, 126. 

Mulla, J. 297n. 

Nanabhai and Co, 309. 

National Bank of Indore, 297n. 

Native States, and banking, 19, 
19n, 82, 287, 318-20. 

Net profits rate, 187, 214, 225, 
285-6 ; 238-9, 248; distribution 
of dividends, 187; London banks, 
287. 
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New York, bill market, 42-3. 

New York Stock Exchange, 870, 
872, 375, 876, 881, 882, 384, 
888, 892-3. 

Nidhis, 145-7. 

Note-issue, reserve, 255; and credit 
control 256-8 ; see under Reserve 
Bank. 

Open market operations, effective¬ 
ness of, 269 ; resources for, 269- 
72 ; assets permitted for 272-4; 
size of market for, 275 ; see under 
Reserve Bank. 

P. and O. Banking Corporation 
204-5. 

Paget, Sir John, 8.59n. 

Palmer and Co, 3. 

Paris Stock Exchanges, 870, 372, 
376, 378n, 381, 382, 384. 

Peoples Bank of Lahore, 803. 

Pioneer Bank, 296, 300. 

Poona Bank, 295-6. 

Post Office Savings Banks and 

Postal Cash Certificates, 11-2, 109; 
number, 402 ; per head deposit, 
403 ; rate paid on deposit, I09n. 

Press and Banking, 831-4. 

Presidency Banks, 7, 8, 75, 75n; 
Act of 1870, 76. 

Profits of Banking, 56, 362 ; see also 
under gross profits, net profits, 
dividends. 

Public Debt, 12, 403, 406. 

Punjab National Bank, 20, 01, 71, 
89-90, 117-8, 182, 136, 198-201, 
287. 

Rates Structure, in India and else¬ 
where, 72-4. 

Regionalization in banking, 30; 
infiuence on, 81-8. 

Reserve Bank of India, 246 ; and 
Imperial Bank, 248-9; early 
attempts, 246*7; causes leading 
to, 247-8; conditions positulated, 
247-8; and monopoly of note- 
issue, 251; bank rate, 265-8, 
165; and open market operations 


268-70, see also under open mar¬ 
ket operations ; and banking prac¬ 
tice, 272-4 ; 275; 277-8 ; as 

clearing house, 290 ; capital and* 
reserve, 249 ; executive, 250-1; 
share-distribution, 249-50 ; sepa¬ 
ration of Issue and Banking De¬ 
partments, 258-62; and money 
market, 263-4; effectiveness, 264- 
66; 269-72, 274-5, 285-7 ; sche¬ 
duling of banks to, 279-80 ; and 
commercial functions, 276-7, 282 > 
and seasonal finance, 119-20, 280- 
83, 283-4, and credit ra¬ 

tioning. see under credit-ration¬ 
ing ; and agriculture see under 
agrieultusists ; balance sheets, 288. 

Safe-custody, 1.38. 

Salaries, 236-7. 

Savings Deposits, growth, 13-4; 
217; return of, 347; see also 
Bank Deposits. 

Scheduled Banks, see under Reserve 
Bank of India. 

Services of Banks, other, 188. 

Shares and stocks, as Investments, 
see under Investment; prices of, 
53n ; 386n ; sec also under Bom¬ 
bay Stock Exchange. 

Shiftability, see under Industrial 
Banking. 

Short and long term rates, 88-9, 
43, 72 ; inter connection, 40-1; 
course of, 48; differentials bet¬ 
ween, 53-6; theories of, 38; 
episode of nineties, 44; post-war 
episode, 48 ; post-Depression epi¬ 
sode, 51 ; distinction between, 
38; as dynamic factors, 38-9; 
representatives of, 40, 187, 195, 
207, 224 ; open market and cus¬ 
tomers’ rates, 64-5 ; openjjmarket 
rates, 65-9; see also under In¬ 
terest-rates. 

Shroffs, 264. 

Sivarama Ayyar Bank, Madras, 299^ 

Smaller Banks, 28, 84, 140-4. 

Spalding, 167n; 168n, 169n. 
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Stock-Exchanges, see under Bombay, 
Berlin, London, Paris, New York. 

Stock Exchange loans, see under 
Money Market and under Bombay 
Stock Exchange. 

Stuart, Sir James, 21. 

Tatas, House of, 307. 

Tata Industrial Bank, 306. 
Telegraphic transfers, 270. 


Time or notice deposits* see under 
Bank Deposits. 

Transfer of funds, 138. 
Travancore National and Quilon 
Bank, 18, 20, 83, 285, 315, 333. 
Treasury Bills, 129-130. 

Union Bank, 4n. 

Union Bank of India, 228-9. 
Window-dressing, 345. 






